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flaws, Exhibit 28 depends only on publicly available estimates (and extrapolations from

those estimates) of music publisher royalty income, notwithstanding that Professor Teece

was provided actual informati.on fro:m t!he music publishers. See 2/19/08 Tr. at. 3730-33

(Teece). In any event, Exlubit 28 proves that, even in nominal dollars, current

mechanical royalties are below the levels earned i.n 2000—a decline that, would be greater

if considered in real dollars adjusted for inflation. As for Bruce Benson' analysis, it too

proves the point of the Copyri.ght Owners, not the RIAA, demonstrating an overall

decline in mechanical royalties. See RIAA PFF g$ 376-J77.

22. The ]RDA.'s reliance on Ms. Santisi's analysis of mechanical royalties

fares no better. jRdeed,, Ms. Santisi's analysis reveals that publishers are experiencing

declines in mechanical royalties. In any event, Ms. Santisi's analysis is marred by her

failure to account for the impact on mechanical royajlty earnings of either catalog

acquisitions or inflation. See 5/7/08 Tr. at 521.6 (Santisi). The ~'s attempts to rebut

the decline in mechanical royalties evident from the HFA financials also fall short;

although the RUM has suggested that the decline is due to a decrease in HFA's share of!

the mechanical 1:icensing market, a suggestion is not evidence. There is no basis in th!e

record to conclude that the: decline in HFA licensing! revenue significant in nominal

dollars and even more so when adjusted for inflation—is solely attributable to the fact

that publishers are granting more direct licenses.

23. The jRVA.'s efforts to show that songwriter mechanical income is

increasing are no more successful. In support, the RIAA presents a cropped view of

Professor Landes'ssongwriter study,, but a view of the full seven year period he studied,!

shows, on average, that songwriters were earning less in 2006 than they were in 2000.



See CO PFF g'g 272-73. In addition to neglecting three of the seven years of the

songwriter study, the RIAA disregards all of the testimony of the songwriters attesting to

the decline in mechanical royalties they have personally experienced. Finally; the RIAA

asserts—contravening the 1981 CRT Decision—that this Court should ignore the troubles

of struggling songwriters and focus only on the few extremely popular ones. Even then,

the RIAA disregards the evidence, dismissing the testimony of each of the songwriter

witnesses who appear before the Court describing today's struggles of even successful

songwriters and the resulting depletion of songwriter ranks.

24. The RIAA urges the Court nvt to worry about mechanical compensation

because the music publishers and songwriters get enough elsewhere—in the form of

"psychic" satisfaction, other revenue streams and profits. See RIAA PFF 'J[g 399-410,

524, 1168. But none of these alleged benefits should have any bearing in this proceeding

to set the mechanical royalty rate for uses pursuant to the compulsory license provisions

of Section 115.

25. Here, again, the RIAA disregards the record evidence. Although

songwriters testified to their love for their craft, none testified to feeling fairly

compensated from the emotional satisfaction of hearing their songs, as RIAA economist

witness Daniel Slottje asked the Court to believe. See RIAA PFF $Q 1165-70. To the

contrary, the songwriters all testified to their need for mechanical royalties to be fairly

compensated. See CO PFF gg 231-35.

26. As the evidence further shows, even though songwriters may receive other

streams of revenue through non-mechanical uses of their works, such as synchronization

and performance, songwriters depend heavily on mechanical royalty income. CO PFF

10



'J['g 278-79. For musIic publishers, mechanical royalty income is no less important. And

although the RIAA asserts that a comparison of m'usia. publisher revenues and record i

company revenues—performed by Professor Teece and again based only on his

estimates—shows minimal importance of mechanical revenues, Professor Teece's

comparison is far from a fair one. Although Professor Teece includes all of the publisher

revenue on one sIide of the equation, he excludes billions of dollars of record company

revenue from manufacturing and distribution operations as well as the new forms of

revenue such as so-called "360 contract, " on the other.

27. The IHAA's comparison between the profits and market valuations of

music publishers on one hand and record companies on the other is no more probative.

In the first instance, neither has any bearing on the correct measure of the "fair return"

required under Section 801(b). Equally important;, as discussed above, the IUAA's

characterization of the record companies as barel) prbfilabl& is incorrect~ And to the ~

extent that the music publishers are more profitable, have hiigher v'aluations and. have not

had to endure significant restructurings, that reflects their good management as opposed

the record compaIues'lunders.

Songwriters and Music Publishers Make Critical Cbn6ibutio'ns ko

Making Creative Works Avaiihble and Bear Significant Rr'sk

28. As it did in 1980 before the CRT, the RIAA accuses music publIishers of

being "passive"—adding nunimal value to the process of making works available to the

public and taking little risk. See, e.g„, Kushner WDT (RIAA Trial Ex.. 6'-) at 2. The'actualevidence—as opposed to the conclusory expert testimony relied on by the

RIAA—proves otherwise. As music publisher and shngIwriter witnesses testified, music

publishers make critical contributions. thxough assisting songwriters in the creative

11



process, and through promoting, licensing and administering their musical works. CO

PFF g$ 290-91. At bottom, the record companies'eal complaint is that music publishers

do not act as record companies. But turning musical works into a form the public will

buy is the role of the record company, not the music publisher.

29. The RIAA's inapt comparisons of the investments of certain publishers

and certain record companies are also far from persuasive. It compares companies with

different market share, markets of dramatically different size and worth, and budgets in

absolute dollars rather than percentages of overall revenues. In any event, any reliable

comparison of investments of publishers and record companies must, but the RIAA's

does not, account for their respective rates of return. As Ms. Santisi conceded at trial,

when recordings are hits, the record companies earn many multiples of what publishers

earn. 5/7/08 Tr. at 5233-34 (Santisi).

30. The RIAA further contends that music publishers face fewer risks than

record companies because publishers attempt to recoup their advances to songwriters, but

the record—in particular, the form recording artist agreements in evidence—shows that

record companies are well-armed in recouping their advances. See CO Trial Ex. 297.

The evidence also shows that advances are a risky proposition for publishers, full

recoupment is rare and write-offs are frequent. CO PFF g$ 313-16. And while the

RIAA claimed that record companies are not as successful as publishers in recouping

advances, the Court will not find a single record company financial document to support

the claim.

31. The RIAA's characterizations of songwriter contributions and risks are no

more accurate. Although dismissed as a low-cost contribution, songwriters make a most



critical contribution: the song that is the foundation for the 'sound recording. Id. $.216.

And that contribution is far from low cost; as numerous songwriters testified, it comes at~

great cost to them and their families. Id. Q 223-28. As the songwriters further testified,

songwriters face enormous risk throughout their careers. Id. + 231-33. That they work ~

other jobs (whether in the music business or not) does not minimize their risk; it is, in

fact, evidence of the financial risks they face. AghinJ thh RIAA chmglaihsthat'ongwriters

do not invest in the manufacture or dilstributfion~ of recorded music a point

utterly irrelevant to setting a reasonable mechanical rate.

The Record Companies'ontributions and Risks Ate Overstated

32. Having understated the contributions and'risks of the songwriters and

music publishers, the record companies overstate their own. Although the RIAA

contends that with the rise of the singer-songwriter, the record companies p)ay a greatler l

role in the actual writing of songs, the rise of the singer-songwiiter is nothing new;

indeed, the RIAA made the very same argument to the CRT in 1981. See RIAA PFF ~

$ 354; 1981 CRT Determination, 46 Fed. Reg. at 10472. As for the argument that

publishers play a lesser role in songwriting today, the evidence cited by the RIAA says it

all: a conclusory statement by Professor Teece, an economist with no prior background

in the music industry who conducted not a single interview of any music publisher:.And's

for the abundant factual evidence from the music publishers& the R'IAA simply'gnoresit.

33. There is much more for which the record companies claim false:credit.

First, the RIAA exaggerates its marketing, promotion arid manufacturing and distribution

costs. They have decreased, not increased. Moreover, although the RIAA claims that the

record companies are technology innovators, the evidence shows that they were anything

13



but. See CO PFF gg 363-66. As for their supposed "huge" and "significant" technology

investments, the Court will search in vain for any quantification of those industry costs.

34. Finally, as evidence of its alleged high risk, the RIAA relies on its

supposedly (but not actually) significantly volatile profit margins as an industry and

specifically those of EMI. But little can be inferred from the historical EMI numbers.

During years of unprecedented record label profitability, EMI stood alone, losing market

share and money as a result of its admitted prior mismanagement. See CO PFF 'g 439-

48. Going forward, EMI predicts no such risk, projecting profits to rise throughout the

rate period. See RIAA Trial Ex. 9.

Professor Landes'sMastertone and Synchronization Benchmarks are
Appropriate and Sound

35. As the Copyright Owners showed, in selecting benchmarks for the

determination of the mechanical royalty rate, Professor Landes sought benchmarks rooted

in competitive markets in which users of music acquire the rights to both the sound

recording and the underlying musical composition. Landes WDT (CO Trial Ex. 22) at 22-

23. Critically, Professor Landes sought benchmarks involving transactions outside the

scope of the Section 115 statutory license. Id.; 2/7/08 Tr. at 2080 (Landes). Professor

Landes found two such benchmarks: the mastertone market and the synchronization

license market. From his study of those markets, as described in detail in the Copyright

Owners'roposed Findings of Fact, Professor Landes derived a range of reasonableness

for mechanical royalty rates, corroborated by the split of royalties under the Audio Home

Recording Act, of between 20% (based on the mastertone market) to 50% (based on the

synchronization market) of the total license fees paid for the musical composition and the

sound recording. Landes WDT (CO Trial Ex. 22) at 25-26, 29. After analyzing the

14



Copyright Owners'roposed rates against his range of reasonableness, Professor Landes

concluded that they all fell at the low end of his range. I4. @t 46; CO PFF +[543-56. He

further determined that the Copyright Owners'rhpokedl ratios ke don'silent with a sound

economic interpretation of the Section 801(b) stathtofy fhct6rs.~ CO FFF'$484.'6.

None of the RIAA's or DiMA's attempts ito calli Professor Landes's

conclusions into doubt has support in the facts or economic ~theory. First, Professor

Landes's analysis is not a surplus analysis like that previously rejected by the Court. See

Landes WDT (CO Trial Ex. 22) at 22-48. It is not—as the rejected analyses were (and

Professor Wildman's surplus analysis, in fact, is)~ba'st on market assumptions; it is

based on market transactions. Moreover, the breadth of Professor Landes's ran'ge of

reasonableness—with a spread less than half of that the Court endorsed in the SDARS

proceeding—does not remotely make it "implausible." RIAA PFF $ 819. (In any event,

Professor Landes's testimony made clear his cauti'on on adapting a rate at the high end of

his range.). CO PFF Q 544; 2/7/08 Tr. at 2114, 2I254 (IJandes). Nor 'dods Profbsshr I

Landes advocate the "bargaining room" theory rejected by tlhe CRT'n 1981i See RIAA ~

PFF Q 1099-1105; DiMA PFF +[ 277-78. He has not endorsed a rate above that which .

the market can bear. Rather, he properly warned of the risks of setting the rate tool lo4 iri

view of the fact that the statutory rate acts as a "ceiling" above which bargaining d'oes not

occur (but bargaining below does), and opined that the statutory rate should approximatel

an average that would be paid by the parties in a free.market. Landes WRT (CO Trial

Ex. 406) at 2; Landes WDT (CO Trial Ex. 22) at 29; 2/1~1/08 Tr. at 2692-97(Landes).'7.

With respect to its criticisms concerniiig the tnasteNone benchmark'pecifically,

the RIAA does no better. The RIAA tries, but fails, to show that the supply

15.



and demand characteristics of the mastertone market differ meaningfully from the

physical phonorecord and permanent download markets. RIAA PFF 'j['j[ 900-07. And

even if there were differences in the supply and demand characteristics of the market,

they would hardly call for casting aside the mastertone benchmark, which Professor

Landes has looked for assessing the relative value of the musical composition and sound

recording, not to argue that the same rate should be set for mastertones, physical products

and permanent downloads.

38. The evidence also does not bear out the RIAA's claim that the mastertone

market is shallow and insignificant in terms of sales and revenue. The mastertone market

is filled with a wide breadth of releases and today represents the third largest source of

revenue for the record companies. And although the bulk of that revenue derives from a

fraction of mastertones, that is no different from the rest of the hit-driven recorded music

industry. CO PFF $ 513, Moreover, record company projections—ignored by the

RIAA—put the lie to its claim that the mastertone market was considered "fleeting" at

the time of the first mastertone agreements. See RIAA g'g 918, 920-21. Internal record

company documents and forecasts also debunk the assertion that the mastertone market is

now in rapid decline and will soon be obsolete. See, e.g., Murphy WDT (CO Trial

Ex. 15), Ex. 702 at RIAA 391390; accord CO Ex. 731 at RIAA 28574-82. In fact, the

market is projected to increase to $ 1.5 billion in 2012. See Enders WDT (Co Trial

Ex. 10) Ex. C. at 5-6.

39. As the Copyright Owners'roposed Finding of Fact also demonstrate,

there is no basis on which to call into question the mastertone rates agreed to in the New

Digital Media Agreements ("NDMAs") between the music publishers and the record



companies. CO PFF +[ 520-22. The RIAA did no analysis to support the proposition

that the pre-existing markets for monophonic and polyphonic ringtones somehow inflated

the mastertone rate. Nor is there a stitch of support for the argument that the NDMAs-

which require advance written approval for each song incorporated into a mastertone-

are "blanket licenses." See Faxon WDT (CO Trial Ex. 3), Ex. 219 at 13; Firth WDT (CO

Trial Ex. 24), Ex. 332 at 15.

40. Equally unavailing is the notion—floated repeatedly by the RIAA, that i

the mastertone rates were the product of a series af tradeoffs. The mastertone rates are

not "package deals" lacking in probative value. Rather, they are consistent with prior and

contemporaneous mastertone licensing activity, as well as later standalone mastertione

licenses. Landes WRT (CO Trial Ex. 406) at 36-97; CO PPF g 501-02, 506-07. Nor is

there any record evidence of "concessions" on which the mastertone rates purportedly

were based. As an example, despite the RIAA's argument that record companies agreed

to such rates to get the DualDisc product to market, the evidence shows that the launch of

the DualDisc predated the NDMAs and that the DualDisc was dead before several record

companies agreed to extensions of the NDMAs at the very same rates. CO PFF

g[ 525-28.

41. Unable to refute the propriety of the mastertone benchmark, the RIAA

argues that, if used for any product, the mastertone benchmark's 20% wholesale rate

requires adjustment. But the RIAA's proposed adjustment is based ou a flawed "surplus

analysis" conducted by Professor Wildman and unsupported by any fact in evidence+

indeed, Professor Wildman's analysis is precisely the type of surplus analysispreviously'ejected

by the Court. Beyond being theoretically flawed, Professor Wildman's surplus i
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adjustment calculations are unreliable because his cost and revenue figures derive from

Mr. Benson's highly suspect work. See 5/12/08 Tr. at 5974-77 (Wildman). Equally

problematic is Professor Wildman's assumption in his analysis that the record companies

have no fixed costs, and his exclusion of the costs of songwriters, including opportunity

costs.

42. Turning to Professor Landes'ssynchronization benchmark—50% of the

content pool—the RIAA first erroneously argues that this Court has rejected such a

benchmark in its prior decisions. See RIAA PFF @ 831-32, But the situation in those

cases is easily distinguished from that presented here. First, Professor Landes does not

advance the argument that musical compositions should receive the same absolute

compensation that they receive in the synchronization market when they are used in

physical product, permanent dowuloads or ringtones. Rather, he has presented the

synchronization benchmark as instructive on the relative value of the rights. Landes

WDT (CO Trial Ex. 22) at 23, 25; 2/7/08 Tr. at 2078-80, 2083-84 (Landes). Second, the

musical works benchmark put forward in Webcasting involved different sellers who were

selling different rights—far from the case here.

43. Nor is there any merit to the RIAA's arguments that the dynamics of the

synchronization market somehow undermine the synchronization benchmark. See RIAA

PFF g[ 851, 853, 857. The RIAA has failed to prove that any of these factors—such as

the ability of licensees to acquire alternative recordings of songs—drive the equal fees for

the uses. In fact, the evidence shows that there is symmetry of such pressures on both

sides. Landes WRT (CO Trial Ex. 406) at 31; 5/7/08 Tr. at 5293-95 (Pascucci). And

there is no evidence to support the RIAA's assertions that artists somehow drive up the
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synchronization rate at the expense of the master use license. 5//7/08 Tr. at 5302

(Pascucci).

The RIAA's Proposed Effective Mechanical Rate and First Use i

Benchmarks Are Not Approprgte Market Benchmarks

44. The RIAA's headl:ine propo, ed benchmarks are the "effective mechanical

royalty rate" and the rate for the "first use" of i!nu&icall c!j!mIiositioks. RIAA PFF g$ 575-

667. Although the MAA characterizes these two benchrnarks as "market" benchmarks, i

they are, in fact, anything but. Both suffer the fundamental flaw of being derivative, riot

independent, of the statutory rate, a fact conceded~ by~the RI~AA's economist who

sponsored these benchmarks, Professor Wildm.an. See CO l?FF gg 660, 675-698; see also

5/12/08 Tr. at 5893-94 (Wildman). Indeed, this Court's Webcasting I Decision, on which

the RIAA relies to support these benchmarks—arguing that a transaction for the exact

product issue makes the best benchmark:—in fact counsels that an ideal marketplace

benchmark is "one in which no compulsory license exists" (a principle followed by the

Court in both its Webca.sting II and SDARS de!cision~&). 'See! Webcasting I CAR.P

Decision at 21; Webcasting I Librarian's Decision, 67 Fed .Reg. at 45244 ("Webcasting'");
see also SDARS,, 73 Fed. Reg. at 4090, 409, inPa Sec. VII.B.

45. To the point, the benchmarks applied in the Webcas6ng I were the producit

of voluntary transactions that predated the proceeding and were entered into prior to the

existence of a statutory rate.

46. In support of its effective rate benchmark, specifically„ the RIAA argues

that because mechanical royalty rates never exceed the statutory rate, the true ":market" is

below the statutory rate. But as economists an'd fact witnesses from both sides agreed',

and as the CRT concluded in jl.981, the statutory rate ~acts as a ceiling on the negotiation
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of mechanical royalty rates. Landes WRT (CO Trial Ex. 406) at 39; 5/12/08 Tr. at 5900

(Wildman). The~ nevertheless asserts that if the "market" were higher than the

statutory rate, the Copyright Owners would somehow be able to extract the statutory rate

in addition to the transaction costs associated with the statutory license and that there

would be significant use of the compulsory license given the CopyrightOwners'emands

for market rates. The record evidence—including that publishers too receive

benefits from creating efficiencies through establishing a central licensing clearinghouse,

which makes the licensing more attractive thereby increasing the demand for it—easily

explains why neither situation occurs. Landes WRT (CO Trial Ex. 406) at 37-38.

47. Moreover, reduced mechanical rates obtained by the record companies

through their use of controlled composition clauses cannot serve as evidence that the

market rate is below the statutory rate. Mechanical royalty rates in controlled

composition clauses are not independent market rates; they are intertwined with other

financial arrangements between the record company and the recording artist, and are

agreed to as part of the recording agreement, a complex multi-part contract governing a

wide variety of rights. CO PFF g'j[ 684-93. Witnesses from both sides attested to the fact

that the rates in controlled composition clauses are the result of trade-offs between the

record companies and the recording artists—a fact confirmed by the language of the

recording agreements themselves setting forth the various financial terms of the

arrangement and the CRT's 1981 Decision, which observed that singer-songwriters

"freely negotiate their entire royalty packages, including both artist royalties and

mechanical royalties." See Teece WDT (CO Trial Ex. 64) at 29; 5/12/08 Tr. at 5892-93

(Wildman); 1981 CRT Determination, 46 Fed Reg. at 10483.
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48. The RIAA's reliance on mechanical rates agreed to by so-called "outside"

writers who co-write their songs with singer-songwriters is equally misplaced. The

"outside" rates are no more independent than those produced by controlled composition

agreements because, as Professor Wildman conceded, the agreements between "outside"

writers and singer-songwriters cover more than just mechanical rates.

49. Moreover, as the Copyright Owners'conomist Kevin Murphy testified, if

in fact controlled composition clauses had any independent market significance, the

percentage reduction or cap on tracks subject to payment in those clauses should have

adjusted downward over time as the,statutory rate rose. K. Murphy (CO Trial Ex. 40()) at

16. Professor Murphy's empirical work in that regard~unrebutted by the RIAA—

demonstrates that neither adjustment occurred, compelling the conclusion that controliledi

composition clauses are simply derivative of the statutory rate. See id. at 14-17.

50. As the evidence also shows, market dynamics limit the choices of singer-,

songwriters to refuse to accept controlled rates. Perhaps most telling of the merits of the

RIAA's claim that controlled rates are somehow market rates is the RIAA's confession

that if its lower alleged "market" rate were adopted by the Court, its use of controlled

composition clauses would. simply be—in the words of a record company executive—

"pegged to the new statutory rate„" further depressing the compensation of the Copyright

Owners. See 5/12/08 Tr. at 5744 (A. Finkelstein) „

51. With respect to the non-controlled discounted licensing in the market ~

offered by the RIAA in support of its effective rat'e bl:nchmhrk,', thl: evidence shows that

the Copyright Owners discount only when there is sufficient reason to do so and that the

overwhelming majority of HFA and direct licensing through music publishers is at th6
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statutory rate. 2/5/08 Tr. at 1666-68 (Peer); CO PFF 'g 269-76. Indeed, as Professor

Landes'sempirical analysis of discounting showed, the frequency of discounting has

declined as the statutory rate has increased—demonstrating that the statutory rate is

capping rates that would exceed the statutory rate in the free market. Landes WDT (CO

Trial Ex. 22) at Fig. 4, 5. Finally, the RIAA's assertion that too-high transaction costs act

as a barrier to obtaining below-statutory rates when appropriate has no support in

empirical evidence.

52. The RIAA's "first use" benchmark is equally infirm. As even Professor

Wildman conceded, because of the substitutability between first and second uses of

musical works, first use rates "are not independent of the statutory rate." 5/12/08 Tr. at

5894 (Wildman). The evidence further shows that first use rates—used by singer-

songwriters to launch their works into the marketplace—are inextricably linked with

controlled composition clauses and thus are part of bundled agreements that preclude

their use as market rates. See Faxon WRT (CO Trial Ex. 375) at 13; see also CO Trial

Ex. 56 at RIAA 4575.

53. Beyond lacking a basis in fact and economic theory, the RIAA's effective

mechanical rate and first use rate benchmarks cannot be supported by Professor

Wildman's empirical analysis. As uncovered during Professor Wildman's cross-

examination, his analysis is fundamentally flawed. Among other problems, it relies on

unverified data for limited periods of time (one quarter for two of the three companies he

examined) and examines only mean, not median values. See CO PFF 'g 699-706;

5/12/08 Tr. at 5910-11, 5928 (Wildman). There is no basis to derive a market rate from

the bit of empirical work that he performed.
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54. In sum, there is no support in the record for the RIAA's effective rate andi

first use rates as market benchmarks.

The 1981 CRTDecision and Cherry-Picked Jnternational'Rates Are Not
Appropriate Market Benchmarks

55. The RIAA's revived reliance on an erroneously derived rate from the 198ii

CRT Decision and selective international rates—its benchmarks from the direct trial 'eeminglyabandoned on rebuttal—fare no better.

56. As the Copyright Owners demonstrated and the RIAA concedes, the

recorded music market has undergone transformational change since the time of the 1'980

proceeding. 2/19/08 Tr. at 3640 (Teece). In any event, Wofessor Teece's analysis of the

1981 CRT Decision to derive a rate is unsound. As the record reveals, he rested his

analysis on a baseless assumption that all albums then were sold at the retail list price,

even though the evidence before the CRTevidence available to the RIAA and Professor

Teece—was to the contrary. CO PFF @ 670-74. Thus, Professor Teece's derived 'rate of

7.8% of wholesale revenue has no empirical foundation.

57. As for the RIAA's selected foreign rates from the U.K. and Japan, the/ tob

have no merit as market benchmarks. In the first place, ialthough the RIAA purports fe

compare the mechanical rates in the U.S. to the rates iin the Ui.K. and Japan to support the

baseless proposition that the U.S. rate is one of the highest in the world, the RIAA's

"comparison" is meaningless because it applies its derived percentages in those markets

to three different bases—CD prices (the U.S.), PPD (the U.K.) and retail (Japan). Id.

+[ 716-18. The only evidence in the record as to the comparability of those'bases, from

Copyright Owner Witness Jeremy Fabinyi, is that they cannot be compared. Id. $ 722-

23; Ex. F-1, Ex. F-2.
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58. Mr. Fabinyi's testimony—filling out the international field of mechanical

rates that the RIAA intentionally left incomplete—further establishes that the U.S. rate is

far from one of the highest in the world, instead falling far behind many countries,

particularly with respect to CDs. Id. $ 722. Although the RIAA attempts to revive the

attacks made on Mr. Fabinyi's knowledge and methodology in its failed effort to exclude

his testimony, there is no basis in the record to question the data he presents. Id. 'g 722-

25.

59. Finally, the record evidence demonstrates the myriad fundamental

differences among the markets in the U.S., U.K. and Japan—including different licensing

regimes and different market conditions—which leave the RIAA's international

benchmark worthy of no weight. CO PFF 'jg 711-18, 721.

The RL4A's Derived DemandAnalysis Has No Economic Basis

60. The RIAA's "derived demand" theory deserves no credit. According to

the RIAA, economic theory requires the mechanical royalty rate to decrease as the price

of CDs declines because the value of inputs into a final product is "derived" from the

final value of that product so a reduction in value of the final product necessitates a

reduction in value of the inputs. RIAA PFF 'II 545, 549-55.

61. But as Professor Murphy—hardly endorsing the RIAA's derived demand

theory (as the RIAA mistakenly claims)—explained, under settled economic theory there

is no valid reason for the per-copy mechanical royalty rate to decrease as the overall

demand for recorded music declines. K. Murphy WRT (CO Trial Ex. 400) at 6-14. In

fact, economic theory predicts the opposite: under conditions of falling revenues and

sales of recorded music, compensation per unit would need to rise for songwriters, who

have fixed costs of production, but not for inputs with variable costs, such as those made



by the record companies. Id. at 8. Professor Murphy's empirical work proved lus point.

Among other observations, Professor Murphy found that artist royalties had risen as a

fraction of overall record company costs even as CD sales and prices fell. C'0 PFF

'I[I[ 733-34; K. Murphy WRT (CO Trial Ex. 400) at 8-13.

62. Professor Slottje—the RIAA's own economist—provided no greater

support for the RIMA's "derived demand" theory. He conceded that, unlike Professor

Murphy, he had not done the empirical analysis necessary to reach a conclusion

concerning how a decline in demand would affect the: mechanical royalty rate. 5/8/08Tr.'t
5345-47, 5393-96 (Slottje).

DiMA Has Presented No )~actual or Benchmark'upportfor its Rate
Reduction

63. As the Copyright Owner." demonstrated, there is no support in the record

for the 30% reduction of the meehan:ical royalty ate Sought by~DiMA. Although DiMA

argues that such a drastic reduction is necessary to allow the supposedly "nascent" digital

market to evolve, to protect current providers, and to allow others ~to enter, the evidence

shows not only that no such reduction is necessary, but also that the vibrant digital msaket

can easily bear the Copyright Owners'roposed rates. 1d. 'J[g 84, 831-35.

64. Today, the permanent. download market (the only segment of the market

left at issue following the parties'ettlement with respect to rates and terms for limited

downloads and interactive streams) is thriv!ing. Having enjoyed dramatic growth since

the launch of Apple's iTunes Store in 2003, the permanent download segment of the

market is projected to earn revenues reaching $2.7 bi~llion in 2012„with the entire digital

market projected to reach $5 billion!in 201:?. Enders WDT (CO Trial Ex. 10) at 22,

Ex. C. at 4.
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65. Today, Apple's iTunes Store commands 85% of the permanent download

market and its success—which DiMA attempts to hide throughout its Proposed Findings

of Fact—has been stunning. The iTunes Store has consistently generated a contribution

margin for Apple in the range of (putting to one side Apple's profits

from the sales of iPods driven by the sale of music through iTunes). CO PFF $ 27. In

fiscal year 2007, iTunes profits were around 2/25/08 Tr. at 4295 (Cue); see

also CO Trial Ex. 85. Indeed, even if Apple (against current practice) were to absorb the

Copyright Owners'roposed increase, it still would enjoy

CO PFF $ 466, Table 10-E.

66. Apple is no longer the only player in the permanent download market.

Numerous firms have entered the market under the current penny rate (some even under

pricing Apple). See CO PFF Q 60, 625. DiMA did not offer a speck of financial

evidence from any of them to support the claim that they cannot survive absent a rate

reduction. Nor did DiMA provide any financial information from the subscription

services to show their costs and expenses for permanent downloads separate from their

subscription services.

67. Left with no evidence to support its rate reduction and ample evidence to

support a rate increase, DiMA resorts to mischaracterizing the record. Thus, DiMA

marshals evidence in support of various of its claims that has nothing to do with

permanent downloads and everything to do with the limited download and interactive

streaming business for which the rates have been settled. As just an example, DiMA

argues for a rate reduction based, in part, on Napster's purportedly high marketing

expenses. But as is made clear from the evidence, Napster, although it offers permanent
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downloads to consumers, is primarily a subscription service and incurs high marketing

expenses because consumers resist such services. Enders WDT (CO Trial Ex. 10) at 51. ~

The marketing costs of the iTunes Store., by contrast, are a mere fraction of Napster's

costs and are the only costs relevant here. Id. at 4!). Simply put, DiMA's non-permanent

download evidence should be afforded no weight. ~

68. And to the extent that DilVIA hangs its rate proposal on th&". effects of

piracy, as ample evidence from all parties shows, piracy is a'. threat to everyone. But it

has not prevented the iTunes Store from thriving, bth0rs f'rofn entetinp the permanent

download market, or the digital market from continuing:its significant growth. See

generally, CO PFF g[ 457-66. Nor is there any merit to DiMA's persistent suggestion

that consumers are price-sensitive. Neither Apple nor DiMA's economist, Margaret

Guerin-Calvert, performed any price sensitivity studies or provided any empirical support

for the claim. 2/26/08 Tr. at 4581-83 (Guetin-Calvert).

69. Beyond lacking factual support, DiMA's proposed rates have no support'n
any benchmarks. The only benchmarks presented by DiMA in its findings are the

1981 CRT Decision and the mechanical royalty rate in the U.K. and, for the reasons

discussed above, they cannot carry the day. CO PFF 'j[Q 809-20.

The Penny Rate,Shout Remain in Place

70. The RIAA and DiMA also fall far short of carrying their heavy burden to

overturn the penny rate in place for physical product and permanent downloads. Indeed,

all that the RIAA and DiMA proved was precisely why the Court should not adopt a

percentage of revenue rate for those products.

71. As the Copyright Owners demonstrated, the penny rate is a usage-based

metric that preserves the value of the underlying musical compositions no matter how
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they are used. CO PFF gg 582, 593-95; see also 2/7/08 Tr. at 2173 (Landes). The

copyright users do not, as they cannot, dispute that critical point.

72. Rather, the RIAA and DiMA both contend that only the percentage rate

will provide their members with the necessary flexibility to flourish and innovate in the

marketplace. But the record evidence establishes the contrary. Neither the record

companies nor the digital music companies have hit any penny-rate related obstacles in

releasing product or developing services. CO PFF gg 623-33. To the extent that those

companies have faced problems with their products or services, that is the fault of the

products'r services'ack of attractiveness to consumers, not the penny rate. Indeed,

although the Copyright Users claim that the Court should adopt a percentage-based rate

because it is used in many other countries, the evidence shows that the digital market in

the U.S. has far outpaced the markets in those countries and has done so under a penny

rate. Id. $ 634.

73. In defense of their non-usage-based percentage metric, the RIAA and

DiMA contend that the Copyright Owners need not worry because their interests are

allegedly aligned with those of the Copyright Users. But again the record proves them

wrong, revealing that both the record companies and the digital music companies operate

to generate profit, whether or not that maximizes revenue. Id. g$ 607-08. And as the

Copyright Owners demonstrated, the revenue definitions proposed by the RIAA and

DiMA—easily subject to manipulation by them—illustrate just how risky a percentage of

revenue rate is for the Copyright Owners. Id. gg 609-23.



The Record Companies are Enjoying Growing Prosperity

74. Throughout the direct and rebuttal trials in this proceeding, and in their

Proposed Findings of Fact, the Copyright Owners demonstrated that the record

companies'ries of economic distress are unsupported by fact.. Simply stated, although'he
record companies'op-line revenues have declined, they are enjoying banner profits,

particularly as a result of rapidly growing sales of'digital music products. See, e.g.', CO

PFF $ 417; CO Trial Ex. 41; H. Murphy WDT (CO Trial Ex. 15), Ex. 3A.

75. Notwithstanding the ample evidence of the record companies'ecord 'rofitability,the RIAA's Proposed Findings of Fact 1'ament 'a piirported ",perfect storm"

of events rocking the recorded music industry single 1I999, aInd allegedly continuing

unabated today. See, e.g., RIAA PFF 'g 178. The rec'ord'ompanies have righted their

ship through restructurings and sales of digital products (such as permanent downloads

and ringtones) that feature far higher profit margins than those of physical goods h'ave

soared and continue on that path—leading to levels of profitability never before seen in

the past 17 years. See, e.g., CO PFF Q 398-401, 424-33. The forecast for the future is

undoubtedly bright. See, e.g., id. 'g 467-77.

76. Moreover, as explained in the Copyright Owners'roposed Findings af

Fact, the record companies drifted off course in large part because they made a series of

poor business decisions. As numerous record coinpaioy executives and documents

concede, the record companies were unprepared to react'nimbly when the "storm" first

hit, because in the late 1990s, they were weighed down by excessive overhead and other'ut-of-whackcosts. See CO PFF + 398-401.

77. Indeed, a Universal Music Group presentation, reproduced in relevant part

below, shows that the "perfect storm" was not simply a whirlwind of external forces, as

29.



the RIAA claims today. Rather, it resulted from, among other things,

all factors well within the control of the record companies.

Source: H. Murphy WDT (CO Trial Ex. 15), Ex. 700 at RIAA 018075.

78. By their own admission, the record companies did not take the"~
that they recognized was necessary. See id. at RIAA 018076

(according to Universal,

. Even though the record companies have

completed restructurings, overhead remains their most significant cost, both as a
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percentage of revenue and.in absolute dollars, and many of the record companies'ther

costs—hardly "cut to the bone"—have risen when. viewed on a~ per'cektage of revenue

basis. See CO PFF '][/ 422-23. Just as important, ke eviderice 'shows'also that when the

supposed storm hit, the record companies refused to embrace digital music, sinking

hundreds of millions, of dol.lars in ill-conceived services and products, and stalling the

legitimate digital market, allowing the pirates to reign. See, e.g., id. g[ 363, 367-74.

79. As telling of the true state of the record compan:ies'ealth as the evidencei

presented by the Copyright Owners is the lack of it offered by the Rl/V . In fact, the

RIAA hangs its picture of the alleged woes of the ~entire recorded music industry on

"evidence" drawn primarily from only one of the majors —EMI Music. See, e.g., RIAA

PFF 'g 180, 207, 27 4-75. But as trial testimony from current and:former EMI executives

conclusively established, EMI is an outlier, listing in the marketplace as a direct result of

poor management choices, excessive spending, lo,ss of market share and high return rates

on physical product. See, e.g., CO PFF 'H 447-49; RIAA Trial Ex. 9 at 4032291; 2/26/08

Tr. at 4749-50 (Munns), 2/13/08 Tr. at 3157-58 (C. Finkelstein). And notwithstanding

EMI's troubles, EMI's own internal documents pr'edict a dramatic return to growth for its

recorded music division—both in revenue and profitability.'ee RIAA Trial Ex. 9 atCO'032299.

80. The IHAA's anecdotal evidence with reg trd to independent record

companies (Concord Music Group and Shout! Factory) is no more compelling. See, e.g.,

RIAA PFF $ 222 (claiming that mechanical royalty costs are increasing for "indie

labels"). The RL~ has neither established that these two companies are. representative

of the other "indie labels" that constitute 30% of the recorded music marketplace, nor
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proven that these companies are unable to succeed under current business conditions.

Indeed, Concord is thriving, earning a profit margin of over 20% in 2007. See CO Trial

Ex. 83 (Concord PAL statement).

81. Beyond presenting conclusory statements and cherry-picked evidence, the

RIAA relies on testimony and evidence that was thoroughly discredited at trial. For

example, the RIAA presents Bruce Benson's profitability by format analysis absent any

acknowledgment that Mr. Benson's calculations—which left out billions of dollars in

record company profits from manufacturing and distribution and ignored future sales of

profitable mobile products—were exposed as fatally flawed through cross-examination.

See, e.g., RIAA PFF 'g 316-23.

82. In sum, the RIAA's "perfect storm" presentation of the recordcompanies'lleged
current economic condition is easily cleared through a comprehensive review of

the record evidence.

A. The RIAA's Picture of the Record Companies'inancial

Health Is Misleading

83. Throughout its proposed findings, the RIAA lodges complaints about

trends in the music industry—including declining wholesale and retail revenues, reduced

wholesale and retail prices, piracy, retail and radio consolidation, and the migration from

albums to singles—most of which equally affect the Copyright Owners, and none of

which has diminished the record companies'rofits or dampened their bright future in

the digital music era. See, e.g., RIAA PFF 'g 178; see also, e.g., Israelite WDT (CO Trial

Ex. 11) at 9-10 (piracy has "dramatically undercut the mechanical royalty stream");

Bogard WDT (CO Trial Ex. 2) at 8 ("corporate consolidation in the music industry and

among radio stations" results in reduced business opportunities for songwriters); 1/29/08



Tr. at 429-30 (Faxon) (shift from a CD-album based rnarketi to a digital-single based

market affects music publishers and . ongwriters).

1. The Rerecord Companies Are Enjoying Rerecord
Prof'its

84. As the RIAA's Proposed Findings of Fact concede, profits are the most

important measure of a firm's health and success in the marketplace. RIAA PFF $ 785.

("It is well understood in elementary economic theory that the main purpose of a firm is

to earn profits.") (citing Slottje WRT'RIAA Trial Ex. 8'I) at 12).

85. Despite the admitted importance of profits in assessing the record

companies'inancial well-being, the RED failed to provide any empirical analysis of the

record companie. 'rofits, instead focusing on declining revenues. See, e.g., RIAA PFF

'g 185-200. Notwithstanding the RIAA's emphasis on revenues, however, i.ts expert

witness Professor Teece admitted that the increase in'the m&'.chanical royalty rate has not

been the cause of the record companies'alling relvertued. 2/19/08 Tr'. at 3803 (Teece).

When asked whether record companies'eclining album sales in recent years were

attributable to mechanical royalties, .Professor Teece testified: "No. I don't think it's the

mechanicals which is pushing this curve down. Itl's 6 whol& set of demand-related

phenomena." Id.

86. The RIAA ignores profitability data compiled by its own witnesses„

instead erroneously contending that the record companies have only "eke[d] out slim

profits in recent years." RlLAA PFF '][ 1540; see also id. 'g 3 ("record companies that

recently have eked out profit margins closer to 5%"); id. g 181 (characterizing record,

companies'rofit margins as "modest"); id. $ 216 (referring to record companies'rofit

margins as "small").", id. $ 696 ("record companies have eked out some profit"),. The
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RIAA ignores the facts for an obvious reason. The evidence in this proceeding

unmistakably shows that the record companies have not been scraping by on "slim" profit

margins, but have instead in recent years reaped their best profits in nearly two decades.

87. In the direct trial, the RIAA presented financial data for the major record

companies for 1991-2005 through witness Linda McLaughlin. (Ms. McLaughlin's data

was prepared in 2006, at the beginning of this proceeding, and this did not include

financial results for any year after 2005.) As set forth in the chart below, which was

created by Ms. McLaughlin, the majors earned $740 million in profits in 2005, the

majors'ost profitable year of the entire time period. The second most profitable year

for the majors during that 15-year period was 2004, when their profits totaled $571

million. CO Trial Ex. 41 at 1.
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88. Although Ms. McLaughlin's numbers show record profits for the majors

in recent years, she actually significantly understated the total profits of these companies
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because she omitted entirely from her presentation the profits generated by their

manufacturing and distribution companies, at the instruction of counsel for the RIAA

Q: Let me just try to be clear. Am I correct that you asked
counsel for the RIAA whether you should include such
information relating to manufacturing and distribution...
profits in your report, and you were told not to; isn't that
correct?

A: That's correct.

Q: And if you had included that information, there would
have been additional profits reported with respect to the
U.S. recorded music companies, correct?

A: Yes.

2/13/08 Tr. at 3074 (McLaughlin).

89. The majors'dditional profits from manufacturing and distribution are

substantial, to say the least. In 2002, Ms. McLaughlin testified to a California Senate

subcommittee that over the 1991-2001 time period, the majors'[o]perating and licensing

profit, including manufacturing and distribution piofit on label'ales, 'am'ounted to $5

billion or 9 percent of revenues." CO Trial Ex. 43 at RIAA 8368. In stark contrast, the

financial data she presented in this proceeding (aiid shown above)~, which excluded

manufacturing and distribution profits, suggested that the majors profits'or the samb 11- I

year period were only $3.2 billion, or 5.6% of total revenues. See CG Trial Ex. 41 af 1.'n
other words, Ms. McLaughlin's data left out approximately $ 1.8 billion—or 36%~f

the majors'rofits for the 1991-2001 time period. Although the RIAA did not provide'he
Copyright Owners'roposed Findings of Fact state that Ms. McLaughlin

testified in 2002 that "record companies earned $5 billion in profits on their
manufacturing and distribution companies from 1'991 to 2001." CO PFF $ 440. This
statement should state that "record companies earned $5 billion in profits, including'rofitson their manufacturing and distribution companies, from 1991 to 2001."
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information sufficient for the Copyright Owners to determine the amount of themajors'anufacturing

and distribution profits that Ms. McLaughlin omitted from years

subsequent to 2001, logic dictates that the number ends in a billion.

90. Based on Ms. McLaughlin's information, Copyright Owners'itness

Helen Murphy calculated, among other things, the profit margins for the major record

companies in the 1991-2005 time period. H. Murphy WDT (CO Trial Ex. 15) at Ex. 3A.

Ms. Murphy's calculations show that the majors'rofit margins were 12.2% in 2005 and

9.8% in 2004. See id. Thus, both on a percentage basis and in nominal dollars, 2004 and

2005 were the most profitable years for the major recorded music companies in the 1991-

2005 time period, far outpacing record company profits in the 1990s, when wholesale

revenues were rising as the CD sales grew. Ms. Murphy's chart (Ex. 3A from her written

report) is reproduced below.

EXHIBIT 3AI TOTAL REoVENUES, OPERATING PROFITS AND OPERATING MARGINS OF U S. RECORDED MUSIC MAJORS
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91. Unable to dispute this evidence, the RIAA attempted to alter it after

Ms. McLaughlin testified in the direct phase of the proceeding. To that end, Mr. Berison

updated Ms. McLaughlin's work by adding financial tesliits for 20i06, and at the same

time substantially revised the financial information for prior years by subtracting

See CO PFF Q 449-52; see also Benson%RT (RIAA Trial Ex. 82) at

6, Appendix A; 5/8/08 Tr. at 55&-30 (Benson).

92. Yet, even after Mr. Benson recast the financial results for the majoi re1cor1ii

companies for the 1999-2006 time period, 2004 ai1ld 2005 remained the profitable 'years in'hat
time period, both in nominal dollars and on a percentage basis. RIAA PFF $ 191,

Fig. 5. According to Mr. Benson, the majors enjoyed profit's of $500 million in 2005 and

$405 million in 2004, which amounted to operating margins of 8.5% and 7.0%,

respectively. See id. The information presented by Mr. Benson sa.ggested that profits in

2006 dipped to $300 million, or 5.6%, not far off frorti the itldlis~'s 1999 and 2000'umbers.See id.

PFF Figure 5
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Source: RIAA PFF $ 191, Fig. 5 (emphasis added).

93. Put another way, even Mr. Benson's analysis—reporting doubly

artificially depressed numbers—shows that from 1999 through 2003, the average profit

margin for the majors was 3.7%, and that from 2004 through 2006, their average profit

margin was 7.0%. The trend is clear: profits are on the rise.

94. But Mr. Benson's revisions should not be credited. Mr. Benson testified

that he made adjustments to Ms. McLaughlin's work based on "new" financial data

obtained from Universal subsequent to Ms. McLaughlin's testimony. Although th~

Vlr. Benson, by his own

admission, never spoke to anyone at Universal about why any of these changes were

necessary, and had no understanding as to why Universal had provided Qnancial data that

was materially different from the information that Ms. McLaughlin had sworn to be true.

CO PFF Q 451-52; see also Benson WRT (RIAA Trial Ex. 82) at 32-33; 5/8/08 Tr. at

5524-29, 5536-39 (Benson).

95. Mr. Benson's testimony also makes clear that he reduced themajors'rofits

reported in his work by ignoring manufacturing and distribution profits. See CO

PFF $ 454; 5/8/08 Tr. at 5555 (Benson). For example, Mr. Benson calculated that

Universal lost in 2006 even though Universal's 2006 PAL, maintained in the

ordinary course of business, showed a profit

distribution company and a total profit of

for Universal's

for the Universal Music Group

as a whole. See id.; CO Trial Ex. 264. The relevant portion of Universal's 2006 P8'cL

statement (CO Trial Ex. 264) is reproduced below:
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Source: CO Trial Ex. 264 (emphasis added).

96. At trial, Mr. Benson confirmed that the profit earned by Universal in 2006

amounted to CO PFF 'f 444; 5/8/08 Trl at 55)4 Qe$son).',Yet, as Figure 5

in the RIAA's Proposed Findings of Fact (reproduced above) shows, Mr, Benson

reported that the total profits for the major record companies in 2006 were just $300 ~

million lower than Universal's profits.

97. Just as significant, the majors'urrent record profits also debunk the

record companies'laim that they earned higher profits when mechanical royalties were

lower. Professor Teece has asserted that the mecliardcall rath was bet at a'more 'ppropriatelevel during the 1990s, because at that time it was allegedly in line with other

record company costs and wholesale prices. See RIAA PFF 'gg 223-24. But during this



nine-year period, according to the financial data provided by Ms. McLaughlin, the

majors'rofit margins ranged from a low of 0.4% to a high of 8.5%, and averaged only

5.0%. See CO Trial Ex. 41 at 1; see also H. Murphy WDT (CO Trial Ex. 15), Ex. 3A.

Indeed, for three of these years, the majors'ggregate profit margins were 2.0% or lower.

See H. Murphy WDT (CO Trial Ex. 15), Ex. 3A.

98. Thus, it is far from the case that the record companies enjoyed better

financial results before the mechanical rate supposedly began to move "out of step" with

other costs and wholesale CD prices. In stark contrast, today, the majors'rofit margins

stand well above years past, notwithstanding the record companies'eclining wholesale

revenues. Indeed, during the time period from 1991 through 1999, the CD was

penetrating the market, and the major record companies'otal revenues practically

doubled—from approximately $3.3 billion in 1991 to $6.4 billion in 1999. See CO Trial

Ex. 41 at 1. Yet, despite this substantial revenue growth, the average aggregate profit

margin achieved by the record companies was, as shown above, 5.0%.

99. In any event, the lower profits of the 1990s did not prevent the record

companies from entering into the last industry-wide agreement to raise mechanical

royalties. In 1997, the record companies agreed to increase mechanical royalties from 7.1

cents per song to 9.1 cents per song over a 10-year period, even though the majors had

"eked out" a profit of only 2.0% in the previous year, 1996.

100. The record evidence of the financial performance of independent record

companies, although sparse, tells a similar story of improving profit margins.

101. Notably, the RIAA did not introduce any aggregate financial data for

independent record companies into evidence. Mr. Benson, for instance, acknowledged
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that his report presented. financial information only for the majors, and that he had no

information with respect to the costs, revenues or profitability of any of the independent

recorded music companies, winch make up 30% of the market in total. See CO PFF

$ 453; see also 5/8/08 Tr. at 5492-93 (Benson). Nor did Ms. McLaughlin present

financial results f'r any of the ind.ependents. In fact, ithei record contains the PAL

statement of only one independent record company, the Concord Music Group

("Concord")—introcluced into evidence by the Copyright Owners, not the RIAA. See CO

Trial Ex. 83.

102. The Concord PAL demonstrates that, as a percentage of net record

revenue, Concorcl's EBLTDA (ggQQI in 2002 to gg) in 2007, with a low of

gI and a high ofgg Seq id~ The information

below, which can be used to calculate Concord's profit margins, is excerpted from

Concord's PAL statement:

~RE55

Source: CO Trial Ex. 83.

103. Although Concord's EBITDA includes the profits of a small music

publishing company that it owns, Concord iCEO Glenn Barros testified that this

publishing company accounted fair only approximately 15% of Concord's profits,

meaning that the remaining 85% were generated by its recorded music business. See

2/21/08 Tr. at 4101 (Barros).
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104. Accordingly, the record evidence shows that independent record

companies—far from finding it "difficult or impossible to make the economics work" in

the music business, RIAA PFF g 222—may actually be more profitable than the majors.

At the very least, the financial results of Concord, and the RIAA's concomitant failure to

introduce the financial statements of any other independent record company into

evidence, should foreclose the~ from arguing that independent record companies

cannot be profitable under current market conditions.

2. The RIAA Has Failed To Prove that the Record
Companies Are Financially Troubled

105. The RIAA has advanced three arguments in an attempt to explain away

the record companies'ramatic return to profitability. None has merit.

(a) The Record Companies'rofit Margins Simply Reflect
Their Business Judgments

106. First, the RIAA complains that "record company profit margins are, at

best, orders of magnitude lower than the margins earned by music publishers." RIAA

PFF g 181. But that comparison is beside the point. As for the comparison that

matters—how the record companies are doing today, as opposed to in their supposed

glory days—the fact is that the major record companies'rofit margins, even if lower

than the publishers'argins, have dramatically improved.

107. Moreover, by all accounts, including those of record company executives,

any lag in the record companies'rofit margins, compared to those of the publishers,

reflects the less than prudent business judgments routinely made by record company

executives. See, e.g., CO PFF 'g 398-401, 447-49. As RIAA expert witness Daniel

Slottje has observed, "[p]roducers that make good forecasts profit from their good

judgment. Producers that make poor forecasts suffer economic losses and may lose all or
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part of the capital that they have put at riisk." RIAA PFF $ 784'(quoting Slottje WRT

(RIAA Trial Ex. 81) at 11) „

108. There is no shortage of examples of the record companies'ad business

decisions in the record. During the 1990s, the major records companies squandered their

resources and bloated their costs. See CO PFF 'H 399-401. Indeed, as the Universal

presentation excerpted above showed, by the late 1990s, talent, recording, marketingAnd'verhead

costs were all out of control. See H. Murphy WDT (CO Trial Ex. 15), Ex. 7~00 ~

at RIAA 018075. The majors" mismanagement led to the significant personnel

reductions that occurred dung the record companies'ubsequent restructurings. See CO

PFF g$ 399-401; see also Ei. Murphy WDT (CO Trial Ex. 15) at 1.5; 1./30/08 Tr. at 558

(Faxon).

109. Further, by their own admission, the record companies were slow to

embrace the development of the digital market in the late 1990s, and waited until 2001

and 2002 to set up unwiieldy subscription servicesi that were "doomed to fail," allowing

'nternet piracy to explode. 2/26/08 Tr. at 4754 (Munns); see also CO PFF 'g 364-70;

2/4/08 Tr. at 1155-57 (Enders); Enders WDT (CO Trial Ex. 10) at 11, And according to

Eddy Cue, Apple s Vice President of iTunes, the major labels rebuffed Apple's attempt

to enter the digital distribution market, delaying the launch of iTunes by six months to

one year, during which time piracy continued to run rampant. See 2/25/()8 Tr. at 4320-21

(Cue). (Indeed, the majors are particularly responsible for the piracy explosion, because

their decision—disputed by songwriters and music publi.shers—not to put copy protection

on CDs allowed:PC-users to easily copy audio filbs fry CDs 'onto'heir personal



computers, and then to upload them to the Internet. See CO PFF g 362; 2/5/08 Tr. at

1397-98 (Israelite).)

110. Thus, although the RIAA bemoans the fact that "when CDs began to

sharply decline in the year 1999, there was nothing to replace it: digital distribution did

not begin in earnest until 2005," RIAA PFF 'j[ 234, the record companies have themselves

to blame. Putting aside that iTunes launched, and became an overnight success, in 2003,

not 2005, the record companies, which are in the business of distributing music, made a

colossal blunder when they failed to enter the digital market quickly with a product that

was attractive to consumers.

111. In addition, even though growth in the recorded music industry, in the

record companies'wn words, will come from delivery of music over the Internet or

wireless networks, see, e.g., RIAA Trial Ex. 9 (Terra Firma presentation), the record

companies have, nonetheless, stubbornly chosen to "expend[] significant resources in

trying to develop alternative physical formats," including DualDiscs, DVD-Audio discs

and Super Audio Compact Discs. RIAA PFF 'j[ 1378. None of these products have

caught on with consumers, as the RIAA has admitted. See id. The recordcompanies'ontinued

failure to produce successful products should have no bearing on the

mechanical royalty rate—and certainly do not entitle the record companies to the drastic

rate cut they have requested.

(b) There Is No Reason To Reigh Restructuring Costs
Against Profits

112. The RIAA next tries to hide the record companies'rofits by contending

that "the major labels incurred at least $2.7 billion on restructuring costs during the 2001-

2005 period. Since the total amount of prost earned by the majors over the same time



period was only about $2.1 billion, including restructuring char'ges in the record company

P8cLs wipes that profit out and then some." RIAA PFF $ 181; see also id. $ 13 (same),

'g 200 (same) and $ 1231 (same). But the RIAA admits, as it must, that "restructuring

costs... do not show up on the record company P8'rL statements." Id. The RIAA further

concedes—as its own expert witness, Terri Santisi, testified~that ~accounting principles

do not call for restructuring costs to be reflected on P8'cL statements. Id. $ 200 ("As Terri

Santisi explained, the costs of these restructuring are 'below the line'osts that do not

appear on many PALs and ordinarily are not reflected when one attempts to calculate

EBITDA or other measures of profits.") (citing Santisi WRT (RIAA Trial Ex. 78) at 37).

Simply put, if the record companies do not weigh restructuring'costs—to correct the !

record companies'asteful business practices—against profits in the ordinary course of

business, there is no reason for the Court to do so here. See CO PFF Q 399-401.

113. In any event, in this proceeding, the CRJs are not setting a rate for the past

five years, when the restructurings occurred, but a rate that will be in effect through 2012.

As the RIAA admits, "the coming years" are of critical iinportance. RIAA PFH $ 174i

There is no evidence in the record to suggest that any of thei majors, with the exception of

EMI, are planning to conduct any further restructurings. See id. $ 204 (EMI is planning

another round of restructuring). And the cause of~EMI's further restructuring is the fact'hat
EMI has been "poorly managed" and not well prepared for the digital era, according

to its new owners. RIAA Trial Ex. 9 (EMI "needs to be restructured in order to embrace

the digital era and to reduce costs").
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would have needed to compile your analysis such that you
— neither you nor Ms. McLaughlin would have to
speculate as to what the amounts might be in certain
circumstances. Can you enlighten us as to why that is the
case?

5/8/08 Tr. at 5613-14 (Benson).

119. Mr. Benson's answers to this question did not place the record companies

in a positive light. He confessed that:

... the people that ought to have this data, you would hope,
would be the labels themselves: Atlantic, you know,
Columbia, et cetera. And I'm sure they keep P8'cLs by-
or at least — you know, they want to know hew a band's
album did and how it did in all of its formats, And it will
keep those by year necessarily because they want to just see
the total impact.

So I, like you, have scratched my head about this. We did
ask for quite a rigorous set of numbers originally from
them. And they had lots of questions about what we had
asked for, even though it was very unambiguous. They
said that they had certain of these line items they could not
produce, could not get in the time frame needed for this
trial, in my testimony. And those were the answers we got
back.

So I ampuzzled, too. I obviously wish they did. I amused
to doing these analyses with raw data and compiling them
upward, as you can imagine.

5/8/08 Tr. at 5615-16 (Benson).

120. Mr. Benson further admitted that he had not spoken to any financial

officer of any major label to confirm that he had reached accurate results with regard to

the profitability of the record companies'roducts. CO PFF $ 453; 5/8/08 Tr. at 5518,

5604-05 (Benson).

121. Second, the data found in Mr. Benson's report is inaccurate because it is

based on Ms. McLaughlin's flawed work. Ms. McLaughlin began her testimony in this
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proceeding by admitting to a host of errors in her compilation of costs and revenues for

the major record companies. See 2/13/08 Tr. at 3007 11 (McLaughlin). Specifically, she

admitted that she had: misstated manufacturing costs for Polygram in 1991, see id. at

3008-09; omitted overhead costs for Polygram in 1991, see id. at 3009; misstated certain'ostsfor Sony for 1993-1996 and 2004, see id. at 3010; and omitted costs for music

videos for Warner in 1992 and 1993, see id. at 3011.

122. Even more significant than these admitted errors was Ms. McLaughlin's

omission of the substantial profits—approximately $1.8 billion from 1991through'001

—generated by the majors'anufacturing and distribution companies, as described l

above. Mr. Benson, too, ignored the profits from manufacturing and distribution and i

other sources. For example, as described above, his analysis assumes that Universal :
in 2006, while Universal's P8'rL statement showh a Profit of

123. Third, Mr. Benson's conclusions about the profitability of digital singles

and albums are not reliable because they depend on his erroneous assumption that

distribution costs for digital music are 10% of revenue (or even higher). See Co PFF

Q 433, 479. This assumption is contradicted by a white paper—reviewed and revised by

Mr. Benson himself— released by his consulting firm in'007 that acknowledged that

"manufacturing, distribution and return costs... do not exist for digital sales." CO Trial

Ex. 262.

124. More important, documents maintained by record companies in the

ordinary course of business show that their digital distribution costs are at, or close to,

zero. For example, EMI Music North America's digital PAL statement for year-to-date i

September 2007 shows that manufacturing costs 4er6 zero Per6enlt of net sales,'nd
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distribution costs were CO Trial Ex. 19;

see also 2/13/08 Tr. at 3269 (C. Finkelstein). Similarly, a 2005 Sony BMG PAL~
CO Trial Ex. 20.

125. Fourth, Mr. Benson's profitability forecast ignores the effect of all of the

majors'uture mobile music sales. Although Mr. Benson relied on projected unit sales

from a research report by Veronis Shuler Stevenson ("VSS"), he left out of his analysis

that VSS had predicted that billions of dollars in mobile digital music sales (ringtones and

mobile downloads) would occur over the next few years. In fact, VSS projected that 20

to 30 percent of the market would be mobile downloads by 2011. Mr. Benson admitted

that his analysis applied to only CDs, digital singles and digital albums, and further

conceded that he had not provided a complete forecast of the U.S. recorded music

business. CO PFF g 480; see also 5/8/08 Tr. at 5601-03 (Benson).

126. Mr. Benson's decision to disregard the majors'uture profits from

ringtones is particularly egregious in light of his admission that they are the most

profitable product for the majors. RIAA PFF $ 323. And even though RIAA witness

Colin Finkelstein claimed that, for EMI, ringtones are not profitable, the documentary

evidence from his own files proved the opposite.

127. In his written direct statement, Mr. Finkelstein asserted that for EMI,

ringtones were "completely unprofitable," due to the fact that music publishers received

20% of the wholesale price, Finkelstein WDT (RIAA Trial Ex. 57) at 21. According to a

table in Mr. Finkelstein's statement, EMI on each ringtone, which worked

out to a profit margin of See id. at 23, Fig. 11. But an agreement between

EMI and Ericsson, which is the provider of ringtones for Cingular, reviewed and
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approved by Mr. Finkelstein and EMI's Chief Operating Officer, shows that. EMI—far

from~QQQg on ringtone sales—Iaroieoted thai ttte debat would provide

~g per ringtone, which amou$te&ll to a

2/14/08 Tr. at 3231 (C. Finkelstein). The key difference between Figure 11 in

See

Mr. Finkelstein's statement, which showed a loss on ringtone sale., and the financial

analysis in its deal approval forms which ~ ~

on ringtone sal)s,

is that—as Mr. F:inkelstein admitted—the former was prepared for liti.gation purposes,I

and the latter was prepared in the ordinary course of busIiness. See 2/14/08 Tr. at 3234-35

(C. Finkelstein);,see also CO Trial Ex. 47.

The Record Companies Have Failed To Contain
Costs

128. Like their claim of poor financial health, the record companies'sserti6n

that they have "cut costs to the bcine," RIAA PFF 'g 13, has no evidentiary support.

129. As the Cop~eight Owner.'roposed Findings of Fact established—based

on the record companies'wn internal documents—the record companies'osts have in

many instances increased, not decreased. See CO PFF 'gIt 422-23 ('verhead costs

increasing), g 434 (artist royalties increasing). According to Mr. P&enson's own

percentage of revenue table, overhead costs increased over the past five years for whiclh

he presents financial results, from 23.0% of revenue in 2002 to 25.3% in 2006. RIAA

PFF g 220, Fig. 9. Simply put, the Rh4%'s claim that "t io]ver t'e past five years, the 6nlg

record company cost increasing as a percentage of revenue i.s the cost of mechanical

royalties," RIAA PFF 'jt 174, is false.
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130. As the Copyright Owners also showed, manufacturing and distribution

costs have been reduced as a result of the digital transformation, leading to higher record

company profit margins. CO PFF g[ 424-33.

(a) Overhead Costs Have Increased

131. Despite significant restructurings, the largest cost category for the U.S.

recorded music majors is overhead, which remains on the rise. Indeed, since 1999, when

the so-called "perfect storm" began, the majors have, in almost every year for which they

presented financial data, spent more on overhead on an absolute number basis, not less.

See CO Trial Ex. 41 at 1; RIAA PFF 'j[ 191, Fig. 5. According to Mr. Benson's figures,

overhead costs were $ 1.289 billion in 1999, and were higher in every subsequent year

except for 2002 and 2006. In 2003, at the height of the supposed storm and during the

midst of the record companies'estructurings, overhead costs jumped 16% to an all-time

high of $ 1.409 billion. Id. And in 2006, overhead costs, hardly "cut to the bone," stood

at approximately the same level as they were in 1999.

132. A review of the record companies'xpenses as a percentage of their

revenue reveals that, according to Figure 9 in the RIAA's Proposed Findings of Fact,

overhead rose from 21.8% of revenue in 1999 to 25.6% in 2006 (with a high of 29.2% in

2003). Id. 'J[ 220, Fig. 9. (The RIAA's revenue base for such calculations appears to be

"Net Sales Revenue" from Figure 8 in its Proposed Findings of Fact.) Indeed, the RIAA

admits that between 1999 and 2006, overhead (among other costs) "increased as a

percentage of revenue." Id. g 217.

133. Moreover, Ms. McLaughlin's data demonstrate that the long-term trend

for the majors was increasing overhead on a percentage basis. According to her numbers,

in 1991 overhead was 21.5% of net sales revenue. See CO Trial Ex. 41 at 1. According



to Mr. Benson's figures, in 2006 overhead reached 25.6% of net sales revenue. See

RIAA PFF 'g 220,, Fi,g. 9.

(b),h,rtist Royalties Have Increased

134. Nor does the evidence support the record cotttpdnies'laims that artist

royalties—their only other payment aside from. mechanicals made for a creative input—'ave

been cut. According to Mr..Benson's figures, in 1999, the majors spent $ 1..228

billion, or 20.8% of revenue, on artist royalties, their largest category of costs next to

overhead. See IUAA PFF 'J[ 191, Fig. 5; $ 220, Fig. 9. For three ot the next seven years,

artist royalties were $ 1.209 billion or higher. Although artist royalties fell to $ 1..104

billion in 2006, they reached 22.8% of revenue—an increase from 1999, when they were

20.8% of revenue. See RUM PFF 'g 191, F.ig. 5.

135. With regard to the longer-term trend, ctordpz6ng Mh. McLaughlin's data

and Mr. Benson's data (even though skewed in favor of the RL.W" s arguments) shows

that artist royalties increase d from 18.2% of net sales reVemie ih 1991'o 22.8% in 2006.

See CO Trial Ex. 41 at jl.; RJAA PFF 'J[ 220, Fig. 9.

(c) Mechanical Royalties

136. As the Copyright Owners'roposed Findings of Fact showed, mechanical

royalty costs are significantly lower, both in nominal doilar& and as a percentage of

revenue, than overhead and artist royalties expenses. See CO PFF 'g 435. The RIAA

nevertheless complains that "the cost. of mechanical royalties has dramati:cally

increased—from 8.7% in 1999 to 11.5% in 2006."~ R~IAA PF~F 'g 220 see also id. at Fig.

9. But the 11.5% figure (which is ostensibly calculated based on net sales revenue)

appears to be overstated.. Mr. Benson reported that the majors spent $547 million on
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mechanical royalties and collected net sales revenue of $4.847 billion, which amounts to

11.28% of net sales revenue, not 11.5%. See RIAA PFF 'g 219, Fig. 8.

137. In any event, Mr. Benson's results are not consistent with the majors'wn

actual financial results, as expressed in their own internal documents. Working from

documents maintained by the majors in the ordinary course of business, Copyright

Owners'itness Helen Murphy calculated the majors'echanical royalties as a

percentage of total U.S. revenue over the period 1999 to 2006. See H. Murphy WDT

(CO Trial Ex. 15), Ex. 10A. Warner showed only a modest increase, from 6.4% in 1999

to 7.7% in 2006. See id. Sony spent 7.8% of total revenues on mechanical royalties in

1999, while BMG spent 8.7%, and the combined Sony BMG spent 10.2% in 2006. See

id. EMI's percentages ranged from 7.9% in 1998/1999 to 10.1% in 200612007. See id.

138. The RIAA's reliance on Professor Teece's estimates of mechanical

royalties as a percentage of the recording industry's wholesale revenues is equally

unavailing. See RIAA PFF gg 218, 219 and Fig. 7. According to Professor Teece,

mechanical royalties were 11.6% of wholesale revenues in 2006, "and were expected to

climb to 12.2% in 2007." Id. 'j[ 218. These estimates, too, are inconsistent with the

majors'ctual results.

139. Finally, with regard to independent record companies, the evidence shows

that from 2002 to 2007, Concdrd's mechanical royalty costs only

, as the table below, taken

from Concord's financial statements, shows. See CO Trial Ex. 83



Source: CO Trial Ex. 83.

140. In sum, as the Copyright Owners established in their Proposed Findings of

Fact, notwithstanding the record companies'ost-cutting claims, many of their

expenses—including overhead and artist royaltiesi, their liar&est costs—'are ihcr5asing, and

their mechanical royalties payments have not slowed'heir dramatic return to profitability

in the digital era. Indeed, the notion that the mechanical royalty rate is the key to the l

record companies'uture profitability is belied by the irrefutable evidence that the

mechanical royalty rate did not impact the record,companies'rofitability in the past.

B. The RIAA Has Failed To Prove that the Record
Companies Need a Rate Cnt

141. The RIAA also claims that "the money for higher mechanical royalties has

to come from somewhere—either record company profits or investment in other areas.

Given the small profit margins of record companies today, there is little operating profit

to spare. The alternative is less investment in ARR and marketing...." RIAA PFF

$ 216. This argument is invented out of whole clothJ To begin with, the record

companies'rofits are not "small" today—they are higher than at any other time in

almost 20 years.

142. Moreover, the notion that the record compariies will irivest more in artists

if the mechanical royalty rate is lowered cannot be squared with the evidentiary record.

143. Although the RIAA cites Ms. Santisi on this point, Ms. Santisi adniitted

on cross-examination that she was not taking the Positioln tbat therecord'ompanies'8'cR

expenditures will increase if the mechanical rate is decreased; that none of the l

record company executives to whom she had spoken in connection with the preparation

of her report had made such a claim; that she had not seen any record company
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documents indicating that mechanical royalties'avings would be reinvested in A~;

and that she had not done any empirical work to establish a correlation between the

mechanical royalty rate and record label investments in AAR. See 5/7/08 Tr. at 5179-85,

5253 (Santisi).

144. Finally, the record companies have failed to demonstrate that an increase

in the mechanical royalty rate will reduce record companies'ncentives to invest in new

recordings, develop new business models or fight piracy. See, e.g., RIAA PFF @ 1129,

1131, 1148-56. The RIAA provides no empirical analysis on this front, only the self-

serving, conclusory testimony of its witnesses. See id. Although the RIAA cites

Mr, Benson's calculations in an attempt to establish that record companies'rofit

margins are too thin to support a mechanical royalty rate increase, as discussed repeatedly

above, Mr. Benson's data is fundamentally flawed and deserves no weight; the majors are

enjoying record profits today; and the financial data for the one independent company in

the record (Concord) shows even higher profits. See supra Section II.A.1. Further, as

explained in the Copyright Owners Proposed Findings of Fact, the record companies

have been introducing a plethora of new products and business models in recent years,

notwithstanding steady increases in the mechanical royalty rate. See, e.g., CO PFF

Q 623-33. Finally, as discussed below, the RIAA's anti-piracy budget amounts to less

than one-quarter of one percent of the majors'otal revenues on a yearly basis—a drop in

the bucket—which undercuts any argument that a rate cut is necessary to boost anti-

piracy efforts. See infra Section IV.E.1.



The Digital Future Is Bright

145. In an attempt to cloud. its rising profits, the RIAA claims—in the face of

overwhelming evidence to the contrary—that the future of the digital music market is not

bright. See, e.g., RIAA PFF gj[ 292-:347.

146. To that end, the KAA asserts, in clear contrast with the recordcomparnes'wn

internal documents, that the dig:ital distribution of music is no less expensive than

physical distribution. The RIAA further contends~relying~ on Mr. Benson's profitability

analysis, which was irreparably impugned on cross examination—'tha't th'e growing sales'f
digital albums are, not profitable for the record companies. Neither contention has any

record support or is enti.tied to any weight. To the co!ntrary, the record evidence

establishes that the growing digital music market will bring with it rising profitability for

the record companies—a view uniformly held by the record. companies themselves.

147. In addition, although the RhM claims that the growth rate of mastertone

and permanent download sales is slowing, i.t has introduced not a shred c!f evidence to

undermine the forecast of the Copyright Owners'expert~ witness on the digital market,

Claire Enders, who, consistent with numerous other forecasts, predicted that sales of

mastertones and permanent downloads would rise to $ 1.4 billion and $2.7 billion,

respectively, in 2012, and that the entire U.S. digital in&kett would re'ach'5 billion.

Enders WDT (CO Trial Ex.. 10) Ex. C.

A. D!igital Distribution Is Not as Expensive as Physical
D:istribution

148. The RIAA's gloomy outlook is grounded on the faulty premise that digital

distribution costs just as much, or even more, than physiCal distribution. Thus, the RIAA

asserts that "it is erroneous to assume that digital distribution costs less because it
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involves no delivery of a physical product," and claims that "the suggestion that the

growth of digital distribution has cut the costs of record companies is simply wrong."

RIAA PFF Q 331, 332. These claims are flatly false, belied by a mountain of evidence

showing that manufacturing and distribution costs are plummeting. Indeed, even

Mr. Benson's data demonstrates that as the digital market has grown, themajors'ggregate

manufacturing and distribution costs have fallen, from a total of $1.529 billion

in 1999 to only $ 1.074 billion in such costs in 2006—a reduction of $455 million, or

30Vo. RIAA PFF $ 219, Fig. 8.

149. As the Copyright Owners showed in detail in their Proposed Findings of

Fact, the decline in record company manufacturing and distribution costs is, in fact,

largely due to the record companies'ransition to digital.distribution. See, e.g., CO PFF

Q 429-33. For example, the production of physical music products requires the

manufacture of CDs, artwork for CD packaging and.jewel cases, as well as the cost of

warehousing and shipping goods. See id.. $ 424. Moreover, record companies incur so-

called "return costs" in connection with physical distribution as they allow retailers to

return unsold CDs for a refund. See id. $ 425. None of these costs exist in the digital

world, as record company executives have acknowledged. See CO PFF $ 428. In

addition, record companies have also sold off their manufacturing plants and centralized

physical distribution. See RIAA Trial Ex. 27 at 14.

150. If there were any doubt as to the decline in manufacturing and distribution

costs in the digital world (and there is not), record company executives have conceded

that digital distribution occurs at little, if any, cost to the record companies. CO PFF

Q 430, 432. That admission is confirmed by the record companies'nternal financial
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documents. As discussed above, PAL statements for EMI and Sony show that the digital

distribution costs are, effectively zero. See i'd. )[g 429, 431.

151. Notwithstanding the irrefutable evidence that dipital manufacturing and

distribution costs are: minimal, the IUAA mounts a number of arguments,, largely based

on anecdotal evidence of EMI, All lack empirical support, ~d none has merit.

152. First, the RIAA protests that "in the digital world, the record companies

must create far more products than they did in the world of phy'sical products," including

full-length downloads, "music video., ringtones, ancillary content such as 'makingof'ocumentariesand more." RLAA PFF $ 333. As a threshold matter, the RIAA never

quantifies the amounts that any of the record companies spend to develop the "as many as

75 or 100 separate products" they claim to now make for. each new album. Jd.

Moreover,. when the record companies create "100 products from one piece of music,"

they create 100 potential revenue streams. Id. Of course, as the RIAA notes, there is no

guarantee that all of these products "will generate enough revenue to cover the costs of

production." Id. But the RJAA has provided no dmgiridal &aIysis for the Court to

conclude that the creation of dozens of digital products for each album is not a lucrative

strategy. The RLAA merely notes that EMI does not break even on about g% of

ringtones, but this solitary cherry-picked example from the RUM's favorite outlier

company proves nothing about the entire industry. RIAA PFF 'g 333.

153. Second, the RLM asserts that technology costs associated with digital~

distribution are substantial. RIAA PFF '$ 336 ("Digital distribution costs have also risen

because the record companies must deal with manly diff&rent digital distributors, each

with a different business model and different requirements.'l') But the RIAA does noting
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to quantify such allegedly rising costs, referring only to Mr. Munns'estimony regarding

EMI's purported efforts without providing any financial data. See id. Next, the RIAA

claims that "the record companies have found it necessary to overhaul their electronic

systems to accommodate digital distribution." Id. g 337. Again, no numbers are

provided—just assertions that Mr. Munns believes this is a "very expensive process." Id.

Although the RIAA identifies new systems that are required for digital distribution—

from royalty reporting and accounting to transmission of visual graphics, art and

metadata—it fails to provide any empirical analysis of the expenditures necessary to

create and maintain such systems. See id. 'g'Jf 338-39.

154. The RIAA next offers a few examples of digital costs drawn from EMI's

experience in creating a global supply chain. See RIAA PFF g 340. But it is able to

muster only one number for EMI's U.S. business for capital expenditures in

information technology from 2002 to 2006. See id. Not only does this figure reflect a

sunk cost rather than an ongoing expense, it pales in comparison to EMI's U.S. revenues,

which were over~ in 2006 alone. Benson WRT (RTAA Trial Ex. 82) at 43.

155. At trial, Colin Finkelstein attempted, unsuccessfully, to establish that

EMI's digital distribution costs were + or higher. See~ PFF $ 342. On cross-

examination, however, Mr. Finkelstein admitted that although Figure 11 in his written

testimony pegged digital distribution costs at +, this Figure was created for litigation

purposes, and an EMI digital P&L created in the ordinary course of business showed that

digital distribution costs were in fact

Finkelstein).

See 2/14/08 Tr. at 3261-70 (C.
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156. Recognizing its failure of proof, the K@A attempts to excuse its lack df

evidence with the unsupported contention that "quantifying [digital] costs for the record

companies has proven difficult." RhM PFF 'Jf 342. Whether difficult or not,quantifying'uch

costs was the RIAA's responsibility, and.its failure to present more precise evidence

regarding their digital costs proves that no such evidence exists.

157. Tturd, the RIAL claims that there are "increased difficulties of marketing

in a digital world." jRIAA PFF 'J[ 335. Agaiin, the RL!W does not quantify any increase ir&

marketing costs that results from such challenges. Indeed, by the RIAA's own account, ~

marketing costs have fallen since 1999, both in nominal terms and as a percentage of

revenue. See RGW PFF 'g 219, Fig. 8 (marketiing costs fell from $ 1,094 million in 1999

to $824 million in 2006, a drop of $270 million); i'd. ][ 220, )Fig„9 (marketing costs

declined from 18.5% of net sales revenue in 1999 to 17.0% in 2006).

158. Finally, the RI/W asserts that in today's marketplace, record companies

must bear the burden of two supply chains—physical and digithl. 'Sed RIAA PFF g$ 2,14,

341, 447. But as Mr. Munns admitted, while the r'ecord corhpahie.~ pay for two

distribution systems, they also reap the benefit of two revenue streams—physical and ~

digital. See 2/26/08 Tr. at 4744 (Munns). In any event, even though the record

companies maintain two supply chains, thei.r total manufacturing and distribution costs

have nevertheless plunged by over 30% from 1999 through 2006. See RIAA PFF $ 2!19, ~

Fig. 8 (record companies combined manufacturing and distNibution costs fell from'$1.53

billion in 1999 to $ 1.07 billion in 2006).
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159. In sum, the RIAA's claims that digital distribution does not provide the

many advantages and rising profits that record company executives have consistently and

proudly touted has no support whatsoever in the evidentiary record.

B. Mr. Benson's Projections Are Unreliable

160. The RIAA's pessimistic view of the digital future is also based in part on

Mr. Benson's analysis, which contends that sales of digital albums are growing, but not

profitable, which will allegedly lead to negative profits for the record companies. See

RIAA PFF +[ 316-28. But as shown above, Mr. Benson's analysis is far from reliable.

In reaching his flawed conclusion, Mr. Benson took several missteps.

161. First, Mr. Benson (like Ms. McLaughlin, on whose work he relied)

omitted the substantial profits earned by the majors'anufacturing and distribution

companies, understating the majors'rofits by hundreds of millions in 2006 alone.

Second, he incorrectly attributed digital distribution costs of 10% of revenue to digital

products when he was well aware, given his review and publication of a white paper in

2007, that distribution costs "do not exist for digital sales." 5/8/08 Tr. at 5577 (Benson).

Finally, he excluded an entire segment of the market, ignoring the recordcompanies'xpected

sizeable profits from the distribution of mobile products, including ringtones

and full "over-the-air" downloads. See supra Section II.A.2.c.

C. Forecasts Predict Strong Growth In the Digital Era

162. Industry and record company-specific forecasts reinforce the view that the

digital market will continue to be a boon to the record companies. And although several

record companies failed to produce in discovery, much less introduce into evidence,

documents containing financial forecasts for the 2007-2012 time period, those record

companies have hardly been shy about their view of the future in public statements.



163. For example, Edgar Bronfman Jr., Chairman'and CEO of Warner Music

Group, predicted that his company would achieve its "goal of profitable growth" in large

part because it "derive[s] an operating margin advantage in digital." CO Trial Ex. 21 'at'.
Eric Nicoli, former Chairman and CEO of EMI Group, stated iii the company's

Annual Report for 2005: "[T]he research finds that the oveiall effect of digital music is

positive for the industry.... [I]t is reasonable to expect that our company will be more

profitable as digital sales grow as a proportion of our:business." CO Trial Ex. 45 at

RIAA 0043152. Similarly, Mr. Finkelstein testified at trial that the growth engine ''of

EMI in the future will be its digital business. 2/13/08 Tr'. at'3162 (C. Finkelstein).'64.

The limited forecast information in the record shows that the'majors are

projected to do well over the next five years, both'in terms of revenues and profits. Ah

set forth in the Copyright Owners'roposed Findings of Falct, in 2007 Sony, BMG;

projected that its worldwide net income would in 2007i to

in 2008 and in 2009, which rhflebts

, respectively. CO PFF $ 476; Murphy WOT (ICO Thai Ex) 15), CO Ex.'8A at

RIAA 014991. And Warner predicted growth at a CAGR of foi U.S. recorded'usicrevenues. Id. $ 477; Murphy WDT (CO Trial Ex. 15), CO Ex. 8A at RIAA

039185.

165. Even EMI's global forecast, contained in a presentation for investors

created by Terra Firma, the U.K. private equip fiim that purchased E5/ll'in 2007, is

bright. See RIAA Trial Ex. 9. This presentation shows that Terra Firma expects EMI~ to ~

rocket back toward profitability, fueled by the 'advantages of the digital marketplace. See

id. at CO 4032305.



166. Thus, Terra Firma's presentation (reproduced below) states that: "[d]igital

will be put at the heart of EMI's revenue growth, (id. at 4032301)" and sets forth an

undeniably favorable forecast projecting strong EBITDA growth:

Summary Financials - Terra Firma Business Plan
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167. Indeed, Terra Firma predicts that digital revenues will increase at a CAGR

of over 36%—a phenomenal growth rate in any industry. Id. And despite continued

falling physical sales, Terra Firma expects that total revenue will rise by a CAGR of

6.1% (id.), demonstrating—at odds with the RIAA's repeated statements to the

contrary—that rapid digital growth will, in fact, offset the decline in sales of CDs.

Moreover, as shown in the chart above, Terra Firma has projected EBITDA growth for

EMI at a CAGR of 54.1%.

168. In sum, Terra Firma is predicting that the digital future will lead to not

only robust revenue growth, but also a stunning increase in profitability. And although

the Terra Firma forecast is for EMI's worldwide operations, there is no reason to believe

that EMI's U.S. operations will not share in this dramatic improvement. As EMI's CFO

for North America conceded at trial, Terra Firma has not suggested that its forecast for

enormous global growth is not applicable to its U.S. business. 2/13/08 Tr. at 3163-65 (C.

Finkelstein).
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169. In addition to its EMI-specific projections, II'erra Firma's presentation alamo

includes a forecast for the entire recorded music industry for the 2007-2012 time period,

which is reproduced below. See RIAA Triad Ex. 9 at CO 4032299. According to Terra

Firma, this forecast is based on industry analyst and company forecasts. It shows,

contrary to the RIAA.'s unsubstantiated claims„ that the industry's top line revenues are

expected to stabilize iduring this time period as growing digital saIes make up for the loss

of physical sales. This is because digital sales are exPecited to doritint)e to increase

dramatically, at a CAGR of 30.4% and physical sales are projected to continue to decline

at a CAGR of 11.0%.

Recorded Musiic — Merlcce Evolution
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170. As the RIAA admits in its Propose(ji Findi.ngk of Fa!ct, 'oth'er industry

observers also expect the market to stabilize in 2009 or 2010, and even begin to expand
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again. See RIAA PFF g 298 (Merrill Lynch believes the market will "fully stabilize" in

2010); $ 300 (Copyright Owners'xpert witness Clare Enders "predicts that overall sales

may stabilize in 2009"); Teece WDT (RIAA Trial Ex. 64) at 57 (PricewaterhouseCoopers

projects that retail spending will increase through 2012). Indeed, according to Warner's

CEO, Mr. Bronfman, Warner's total sales have already stabilized: "The increase in

[Warner's] digital recorded music revenue for the fiscal year [ended September 2006]

more than offset declines in our physical recorded music revenue." RIAA Trial Ex. 27 at

CO 2001085.

1. Professor Teece's Forecasts for the Industry

171. Stuck with a glowing Terra Firma forecast dated September 2007 as the

most up-to-date industry-wide projection in the record, the~, in trademark fashion,

simply ignores it. Instead, the RIAA relies on three 2006 forecasts of retail revenues for

the recording industry presented by Professor Teece—a PricewaterhouseCoopers

("PwC") forecast, a Veronis Suhler Stevenson ("VSS") outlook and an LECG "Delphi"

study—as purported support for the ~'s contention that the future will hold

"continued hard times for the record companies." RIAA PFF g 292. As shown below,

the forecasts marshaled by Professor Teece prove nothing of the sort.

172. As an initial, but dispositive, matter, the PwC, VSS and LECG forecasts

are all of limited utility. None provides projections regarding profits. Nor do they

forecast wholesale revenues for the record companies; rather, they focus on total retail

spending only.

173. The PwC forecast anticipates that total industry spending will increase

throughout the 2008 to 2012 period. Teece WDT (RIAA Trial Ex. 64) at 57. And

although the VSS and LECG forecasts project that total retail spending will decrease
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during that time period, all three forecasts show strong growth in the digital market,

which is the growth engine for record company profits. Id. at 54-56. For 2008, "the

projected digital spending levels range from NN to~ billion, which are, respectiv)ly,

+ and~ increases over two years. By 2012, the projected values for digital

spending at retail list range from )NJ to NN billion, which are, respectively,~ and

~ over 2006 levels.'" Teece WDT (RIAA Trial Ex. 64) at 56.

174. Signif'icantly, Professor Teece did not know and thus could not share the

assumptions on which the PwC or VSS forecasts were built, 2/19/08 Tr. at 3711 (Teece)!,

In addition, Professor Teece, surprisingly, could offer. little guidance with respect to the

foundation of the foreca.st by LECG (his own company). Professor Teece could muster

only a characterization of the forecast as a "'Delphi approach, fairly primitive in the sense

that it simply asks people in the industry what their best expectations are...." Id. at'705.Professor Teece testified that he did not per'sor'&ally p;Micipate:&n t!he preparation of

the LECG forecast, that he could not nunc a single pbrs6n Chdse opinion his staff had

solicited, and that the information was gathered orally and never memorialized in work

papers. Id. at 3705-07. He also made the following critical coi&cessions:

Q: So we don't know what information was given back
from the four majors to someone on your staff to construct
this forecast, correct?

A: That is correct.

Q: And we don't know whether the information that was
given by the majors comports in any way~ with the actual
business plans of each of those companies, correct?'

That" s correct. They have been asked. to give the view
of the: industry, not their own particular circumstance.

67



Q: I understand that. But you don't know whether they
have, in the ordinary course, prepared information with
respect to the future of the industry?

A: That's correct.

Q: So we don't know who gave the information, correct?

A: Yes.

Q: We don't know what information was given?

A: Yes.

Id. at 3709-10.

2. Claire Enders'orecasts for the Digital Market

175. As set forth in the Copyright Owners'roposed Findings of Fact, reliable

industry forecasts project that the future of the digital market will be bright.

176. Claire Enders, the Copyright Owners'xpert witness on the digital market,

showed that the digital market has been dramatically on the rise. Total U.S. digital music

sales (online and mobile) grew from a little more than $ 1 billion in 2005 to $1.859 billion

in 2006 and approximately $2.7 billion in 2007. There is no decline in sight: Ms. Enders

predicted that the market would reach $5 billion in 2012. See CO PFF + 468-69; see

also Enders WDT (CO Trial Ex. 10) at 22.

177. Having no answer to the vibrant forecast in Ms. Enders'eport—

corroborated by numerous other forecasts, see CO PFF Q 469-70—the RIAA tries, but

fails, to discredit Ms. Enders. Specifically, the RIAA contends that a March 2007

industry report published by Ms„Enders'irm, Enders Analysis, contains statements

about the future of the digital market that are "fundamentally inconsistent" with her trial

testimony, because she supposedly provided a rosier view of the digital market at trial

than she had in her March 2007 report. RIAA PFF $ 308. A review of Ms. Enders'



testimony and her March 2007 report, however, reveals no inconsistencies at all. Not

only are Ms. Enders" March 2007 report: and her trial testimony harmonious, they both

recount what the record companies concede: there is~ ample~ reason for the recorded

music companies to be optimistic about the transition to digtital distribution. See e.g., CO

PFF g'][ 441-45; El. Murphy WDT (CO Trial Ex. 15) at 18.

178. Consjider the consistencies between Ms. Enders'estimony and her

March 2007 report. In the March 2007 report, st estimated that in 2012, online

permanent download sales in the U.S. would be $2.894 billion. RIAA Trial Ex. 27 at 20.

In her expert report, Ms. Enders projected that by 2012 that market would be slightly

smaller, generating sales of $2.7 billion. Enders WDT (CO'riial Fx. 10), Ex. C at 4,'imilarly,the March 2007 report projected that U.S. ringtorle sales would "plateau at ~

$ 1.8 billion or below from 2012," RIAA Trial Ex. 27 at 24's. Enders'xpert report in

this case predicts that U.S. ringtone sales in 2012 will be $ 1.4 billion; again, lower than

the March 2007 estimate. See Enders V%T (CO Trial Ex. 10) 'at 1.6, 25-26, 56-57., Ex. C

at 5-6; see also 2/4/08 Tr. at 1266-74. Thus, there is no basis for the RIAA to claim that

Ms. Enders'ral or written trial testimony was more optimistic th ln her March 2007

report. In fact, as with many of the RIAA's claims, the opposite is true.

179. As for the RJAA's contentions that Ms. Enders'escriptions in herexpert'eport

of "the U.S. digital market as 'thriving,'vibrant'nd 'flourishing,'" are somehow

inconsistent with statements in her 5 larch 2007 report, such. as "[s]trong digital sales are

far from the solution to the industry's ills," again a review of the actual evidence shows

otherwise. RIAA PFF 'Jt 308-09. Ms. Enders'arch 2007 report is just as posi.tive on

the digital future,, stating, for instance, that "[r]ising digital sales are offsetting in part the
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physical market decline, and could stabilize overall sales by 2009...." RIAA Trial

Ex. 27 at 1.

180. Nor does Ms. Enders'rediction in her March 2007 report that the growth

rate for permanent downloads would "decline" make a dent in the integrity of her

forecast. See~ PFF $'J[ 301, 309. Given that this market has grown so rapidly since

it began in 2003, it is entirely unremarkable that its growth rate would slow even as the

overall market continues to expand. For example, when the market was in its infancy,

unit sales of single permanent downloads grew by 163% from 2004 to 2005, but only

59.8% the following year. Enders WDT (CO Trial Ex. 10) at 23. Ms. Enders's

March 2007 statement about the decline in online music sales must be considered in its

full context: "We estimate the online music market grew by 67% in 2006. We anticipate

continued strong growth of the format, but a decline in the growth rate to 47% in 2007

and 32% in 2008." RIAA Trial Ex. 27 at 20 (emphasis added). Such a decline in the

growth rate will not reverse the expected expansion of the market.

181, In 2006, permanent download sales amounted to $878 million. Enders

WDT (CO Trial Ex. 10) at 8. Given that the total market was valued at $ 10.9 billion, this

amounts to approximately 8.1% of total sales. Ms. Enders has estimated that the U.S.

permanent download market will reach $2.7 billion in 2012. CO PFF g 470, see also

Enders WDT (CO Trial Ex. 10), Ex. C.

182. Similarly, even though Ms. Enders projected that ringtone sales would

level off in 2010 and amount to $ 1.4 billion in 2012, this estimate represents growth of $ 1

billion from 2005, when sales were just $356 million. See id. at 22-24; Enders WDT (CO

Trial Ex. 10), Ex. C at 5-6.



183. Simply put, there is no forecast in the record—from Ms. Enders,orany'ther

source—that predicts a decline in the U.S. market for permanent downloads,

ringtones or any other digital format between today and 2012. To the contrary, the

market is expected to grow from $2.7 billion in 2007 to $5 billion in 2012.

184. Notwithstanding Ms. Enders'oredastI foit growth i@ the ringtone market,

which is consistent with other industry forecasts, the RIAA.contends that "mastertone

sales are already in rapid decline." RIAA PFF jt 302I The RIA'A has failed to back up

this claim with sales figures from a single record company other than Sony BMG. See id.

Notably, EMI MP has reported receiving increasing mastertone revenue in recent years,

and its CEO, Roger Faxon, expects sales of mastertones to continue to rise. See Faxon

WRT (CO Trial Ex. 375), Ex. B; 5/14/08 Tr. at 6365 (Faxon). On an industry-wide basis,

the RIAA cites only to numbers provided by BMI, a performing rights society that

claimed mastertone revenues have declined in thei last two yeas. See RIAA PFF $ 302;

see also id. 'It 922 (citing Wildman WRT (RIAA T~rial Ex. 87), ~RIAA Ex! 101-RP and

Eisenberg WRT (RIAA Trial Ex. 89) at 6).

185. Finally, not only are ringtones, with masterteneisales topping $654 million

in 2006, already a substantial and growing portion of the recorded music market, they are

also very profitable for the record companies. As discussed above, Mr. Benson concedes

in his written report that ringtones are the most profitable digital product, generating

profits of 39 cents per sale (which amounts to a profit margin of 32Vo). RIAA PFF $ 323.

Similarly, internal EMI documents—reviewed and approved by Mr. Finkelstein—show

that EMI expects sizeable profits on its ringtone deals. See CO Trial Hx. 47 (projecting '.
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net revenue of~ per ringtone and a pre tax margin of~ for a deal with

Cingular).

IV. Songwriters and Music Publishers Make Vital Contributions to the
Availability of Musical Works to the Public

A. Overview

186. The Copyright Owners have presented extensive evidence of the vital

work done by music publishers and songwriters. Fundamentally, songwriters create the

musical works that are the foundation of sound recordings. Music publishers contribute

to making these musical works available to the public by, among other things, assisting

songwriters in the creative process, promoting their musical works to record companies

and artists, and licensing and administering those works. See CO PFF 'J[g 287-340. The

Copyright Owners further established that both songwriters and music publishers depend

heavily on income earned from mechanical licenses and that, despite their consistent and

ongoing contributions, mechanical royalties have declined in recent years. CO PFF

gg 272-81, 341-43.

187. Notwithstanding this evidence, and in clear conflict with it, the RIAA's

Proposed Findings of Fact lodge a number of complaints against music publishers and

songwriters. See, e.g., RIAA PFF $g 351-58, 509-32. First, relying on expert data

proven at trial to be fatally flawed, the RIAA asserts that mechanical royalty revenues are

not declining. Second, the RIAA, ignoring the statutory parameters of the current

proceeding, contends that because music publishers and songwriters enjoy other streams

of revenue and songwriters receive psychic compensation for their efforts, any decline in

mechanical royalties or reduction in the royalty rate should be deemed inconsequential.

Third, the RIAA—again at odds with the relevant considerations of this proceeding—



argues that because the mu.sic publishing companies are more profitable than record

companies, the mechanical royalty rate,should be reduced. Fourth, the MAA challenges

the efforts made and. risks taken by both. music publishers and songwriters. According to

the RIAA, music publishers do little to aid and invest in the creative process and are,

therefore, entitled to only limited rewards in the form of lower mechanical royalties. ~

Songwriters, the RbW continues, face very few costs or risks when choosing tobecome'ongwriters

and are already substantially, if not excessively, compensated. See RIAA

PFF 'g 351-541. None of the RED's contentions has merit.

8. Mechanical Royalties Received by Songwriters and.
Music P'ublishers Are Elec)ining

188. The mechanical royalties earned by songwriters and music publi.shers have

declined for a vajiety of reasons, Among others, CD sales have slowed, resulting in

fewer mechanical royalty payments. Digital sales, while on the rise, are largely singles,

not albums. CO PFF g 411. Piracy has also, according )o 1 fMPA Presid'ent and CEO

David Israelite, "dramatically undercut the mechaniclal rbyailty 'stream which, at bottom,

is premised on a payment for every copy of a recording of a. song that is distributed to the

public." Israelite WDT (CO Trial Ex. 11) at 10; see Isis~~ CI3 PFF g'II 236-39. And the

use of controlled composition clauses 1imits the mechanical royalties earned. by

songwriters and music publishers, by either reducing thel mechanical royalty paid on each

song to, frequently, 75% of the statutory amount or capping the number of songs on an

album for which mechanical royalties are paid at hll. CO PFF Qg 241-44. As a result of

stunted mechanical income, many songwriters now feel that "it is getting', harder and

harder for professional songwriters to build a care'er,'I's N IAI President Steve Bogard

testified. Bogard. WDT (CO Trial Ex. 2) at 6.
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189. The results of these developments are clearly reflected in the financial

documents produced by a number of music publishers, which show declines in the

mechanical royalties collected since 2000. CO PFF +[ 257-63. Mechanical royalty totals

reported by The Harry Fox Agency, Inc. ("HFA"), which collects and distributes the

largest share of mechanical royalties each year, also declined significantly. Id. $ 258; see

also CO Trial Exs. 12A, 12B. Professor Landes revealed a similar overall decline in the

mechanical royalties collected by the songwriters whose compositions were administered

by Universal Music Publishing Group ("UMPG") between 2000 and 2006. CO PFF

Q 265-79. In the full songwriter sample of his study, average annual mechanical income

fell from roughly in 2000 to approximately in 2006. Landes WRT (CO

Trial Ex. 406) at Figure 2a. In the songwriter subgroup, average annual mechanical

income fell from about in 2000 to approximately in 2006. Id. at Figure

3a.

190. The RIAA's Proposed Findings of Fact simply ignore or, when

convenient, distort this evidence, claiming that for music publishers "[m]echanical

royalty revenues have remained steady, thanks to the rising mechanical royalty rate, even

in the face of declining overall industry revenues from music sales." RIAA PFF Q 359.

With respect to songwriters, the RIAA claims that any evidence of financial struggle is a

function of the distribution of income, not the absolute amount of money earned by the

songwriting profession, because songwriters'ncome is growing. Id. +[ 513, 528-32.

191. As an initial matter, the RIAA's complaints about the increase in the

mechanical royalty rate since 1997, and the effects of such increases, are irrelevant in this

proceeding. See RIAA PFF 'g 360-62. The current mechanical royalty rates and their
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increases from prior rates were voluntarily agreed to by both thee Copyright Owners and

the RIAA. See Israelite WDT (CO Trial Ex. 11) at CO Exs. 6, 7, 12; see also CO PFF

$'j[ 121-124. The rates set in 1987, and their increases, were, similarly, the result ofjoint'egotiations.

See id, at CO Exs..l.4, 15; see also CO PFF $ 120.

192. The EUAA's charge that changes in mechanical royalty revenues have not

followed changes in rec;ord company wholesale revenues and, therefore, shoulcl be

reduced is similarly entitled to no weight. See RIJA.A PHF g 36~'2. '~The RIAA claims that

"[t]ypically, one would expect that mechanical royalty revenues would Largely track

recording industry wholesale revenues, as those revenues are overwhelmingly generated

from the very same activities." Id. g 362 (emphasis added).~ This 'expectation,"

however, does not have a speck of evidentiary support; nor could:it. The RlAA's

expectation would be correct only if the mechanical i oyklt) had bken'et's a percentage

of record company revenue, which it was not, either by the CRT in 1981 or the partiek

themselves in their subsequent agreements. See CO PFF g 590-92.

193. In fact, as Professor Murphy testified, there )s no support for the claim that

declining revenues in the recorded music industry'hould entail a teduction in mechanical

royalty rate. CO PFF +[726-37. As he showed, both economic theory and empirical

evidence gleaned from a review of the record companies'istorical financial data show

. the RIAA's theory to be baseless. CO PFF 'g 726-37.

1. Music Publishers'echanicals Royalties Are
Declining

194. The EGAA's attempts to present. a picture of mechanical royalty revenues

that have "essentially remained steady" across the music publi, hing industry as a whole

during the 1997-2007 period, rest primarily on estimhtes by RIAA witne'sses David T'eec'e
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and Bruce Benson that were thoroughly discredited at trial and on the testimony of Terri

Santisi, whose analysis, when scrutinized, actually supports the position of the Copyright

Owners. See RIAA PFF @ 363-383.

195. The RIAA first tries to resuscitate Exhibit 28, Professor Teece's estimate

of mechanical royalties and other revenue streams. See RIAA PFF @ 367-72, 402, PFF

Figure 40. Professor Teece's analysis, however, was shown to be unreliable at trial. As

Professor Teece explained, Exhibit 28 was based on publicly available information for

the years 1998-2001 and extrapolated estimates for the remaining years. Teece WDT

(RIAA Trial Ex. 64) at 59, Appendix C. During cross examination, it became clear that

Professor Teece made no effort to update his estimates based on actual information

received from the music publishers through discovery. 2/19/08 Tr. at 3730-32 (Teece).

Despite noting in his written testimony that if revised data from the music publishers was

produced during discovery he would "revisit this analysis," Professor Teece did no such

thing. In fact, he did not even bother to check the numbers he presented with the HFA

data he had been given:

Q: Well, you know you got Harry Fox data, correct?

A: I believe that there may be Harry Fox data.

Q: And did you check the numbers you report for
mechanical royalties in Exhibit 28 against the Harry Fox
data to see if the trend line that you report with respect to
growth in mechanical royalties in 2001 to 2005 is accurate?

A: I haven't done any analysis on the Harry Fox data at
this point because I just don't know how — what percent of
the industry it represents.

Q: I didn't ask you that question, sir. My question is, did
you do anything with the Fox data that you have to check
your numbers and the trend that you report against the
actual Fox data?



A: Notyet, no.

Id. at 3732-33.

196. In any event, Professor Teece's Exhib:it 28 proves the CopyrightOwners'oint,

not the RI/W's. Even in nominal dollars, the evidence shows that recent

mechanical royalty totals were below the levels earned in 2000. In "real dollars,"this'ecline

would have been even greater. See 5/7/08 Tr. at 5214-15 (Santis:i) (nonunal

dollars, as opposed to real dollars, ar- not adjusted for inflation); see izlso CO P'FF $ 259.

197. Mr. Benson's figures similarly understate the amount of mechanical

revenues generated in the period he analyzed because he too failed to adjust forinflati'on.'ore

problematic, Mr. Benson's analys:is i. based primarily on the initial, unreliable

calculations performed by Ms., McLaughlin, with substantial, and unjustified adjustments.

See CO PFF 'g 449-53. Further, Mr., Benson's Written Rebuttal Testimony was itself

substantially corrected between its initial submission'and hi's testimony during the

rebuttal hearing to account for large overstatements in the amounts certain record

companies paid in mechanical royalties in certain years. Even putting aside the potential

problems with his calculations, Mr. Benson's numbers do not prove the RIAA's

argument because th.ey also shadow an overall decline in mechanical royalties.

Significantly, this decline occurred even as the, mechanical royalty rate was increasing.

Id. 'g 121.

198. The IUAA next turns to the analysis performed by its expert Terri Santisi

as purported corroboration of the trends supposed~ly Observed by Professor Teece and

Mr. Benson. RDM PFF P( 383-385. But a closer look at Ms. Santisji's analysis of

individual music publisher financials reveals that it i& nothing of the sort. In fact, the
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financial evidence she analyzed demonstrates that music publishers of all sizes have

experienced declines in mechanical royalty revenues. See CO PFF g 14, 259-63.

199. For example, Ms. Santisi presented mechanical royalty totals for BMG

MP for 2004 and 2005, years in which, according to the RIAL, mechanical royalty

earnings should have been rebounding from earlier declines. RIAA PFF $ 385. Yet

BMG MP generated $68.7 million in mechanical royalty earnings in 2004 and only $63.9

million in 2005, a decline of almost $5 million. Santisi WRT (RIAA Trial Ex. 78) at 48.

200. Ms. Santisi also testified to a similar decline in the mechanical royalty

revenues earned by Warner/Chappell 5/7/08 Tr. at 5222, 5231-32 (Santisi) (Q: And you

know that Warner/Chappell's U.S. mechanical revenues declined as well because they

had some problems, didn't they? A: In their publishing business, yes. Q: Yes. That'

what we'e talking about. Mechanicals, right? A: Uh-huh.); see also RIAA PFF g 385.

201. EMI MP has experienced a decline in mechanical royalty revenues as

well, generating

Faxon WRT (CO Trial Ex. 375) at 2-3,

Ex. A.

202. Moreover, Ms. Santisi conceded at trial—another fact simply ignored by

the RIAA—that in doing her analysis, she considered neither changes in market share

among the various music publishers she analyzed nor how catalog acquisitions may have

masked the rate of decline in mechanical royalty revenues:

Q: And you don't know whether the combined market
share of those four publishers has increased or decreased
over the period you'e looking at, correct?
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A: No, I don't know specifically. They'e a specific
market share, but they'e — you know, we now know that
obviously, fior example, okay, Universal Music
Publishing's market share would change because it bought
a major. Okay. During this period of time, no majors
changed hands in terms of a major music publisher, So you
have to look at the major music publishers versus the
smaller music publishers,

Q: Have, you done any empi.rical analysis that would allow
you to conclude anything about the meet share ~ about
the individual publishers upon whom you report. in table A?

A: I have not done an empirical study of market share, no.

5/7/08 Tr. at 5216, 5225-26 (Santisi).

203. Although Ms. Santisi ignored them., and the RIAA continues to, such

factors can significantly influence mechanical revenues earned by music publishers.

Faxon WRT (CO Trial Ex. 375) at 2:, 5/14/08 Tr. at 6355-57. Mr. Faxon, for example,

testified to improving EMI MP's market share through catalog acquisitions. During the'ebuttalhearing, Mr. Faxon highliighted the importance of EMI MP's acquisition of the

Windswept Pacific catalog and the Jobete Catalog, which contains "100 percent of all of

the Motown Hits'" and,:in Mr. Faxon's opinion, is "the most important music publishing

catalog in the world." 5/14/08 Tr. at 6356 (Faxonl). Acdording'o Mri Faxon, these

acquisitions had "quite a meaningful impact on [EMI MP's] mechanical royalties,"

offsetting what otherwise would have been a decli.ne in mechanical revenues. 1d. at 6357.

204. Ms. Santisi's conclusion that mechanical royalties have not decl:ined

suffers from an additional flaw. l.ike Professor Teece and Mr. Benson, Ms. Santisi fails ~

to account for inflation and. its effects. As lolls. Santisi conceded when asked if inflation

had factored into her analysis: "I didi not inflation-adjust anything. I took them [the
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numbers used] from the historical financials or the forecasts." 5/7/08 Tr. at 5215

(Santisi).

205. As a last-ditch effort to rebut what the financial evidence provided by

music publishers clearly shows, the RIAA has accused music publishers of artificially

depressing reported totals by inaccurately classifying ringtone and mastertone revenues.

RIAA PFF $g 386-87. But as the RIAA well knows, until the Register of Copyrights

issued her Ringtones Opinion in October 2006, music publishers understandably did not

treat ringtone income as mechanical revenue. Indeed, the music publishers dispute that

mastertones are subject to the Section 115 statutory license and have appealed the

Ringtones Opinion. See CO PFF g'J[ 132-33, 492-503.

206. The RIAA's attempts to disguise the decline in mechanicals collected

through HFA fare no better. The RIAA acknowledged, as it must, that HFA mechanical

revenues have dropped. In 2001, HFA's mechanical royalty collections were $426

million, exclusive of royalties collected through audits, but HFA's collections in 2006

were only $349 million, also exclusive of audits. CO PFF g 258. Yet the RIAA contends

that this decline is simply the result of decisions by the major music publishers to license

their musical compositions directly, rather than through HFA. MAA PFF 'J[ 393-94.

Instead of presenting evidence demonstrating and quantifying how the record companies

have supposedly increased their direct licensing efforts—evidence plainly within the

record companies'ontrol—the RIAA instead relies solely on selective statistics and the

general "sense" of Andrea Finkelstein, a lone business affairs executive from Sony BMG.

See RIAA PFF $ 395.
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207. As its sparse statistical support, the, RIAA highli.ghts limited statistics from

UMG and two WMG labels, Warner Bros. and Atlantic Records. According to

Ms. Santisi, HFA's . hare of the mechanicals paid by UMG fell from )N) in 2001 to )N/

in 2007. For Warner Bros. and Atlantic Records, HFA ctollected~ and gQ in 2001,

respectively, and NN and Ng in 2007, But Ms. Sgtis) p)ovjdeq no evidence that these

statistics are at all representative of an industry-w:ide trend (she never spoke to anyone at

UMG or WMG concerning those numbers), relying only on'ummary documentation to

reach her conclusion and fiuling to present comparable statistics from other WMG labels„

let alone other record companies. The conclusion~ that there has been a drastic decline in'echanicallicensing through .HFA cannot be reached solely on thb basis'f three

individual statistics pre. ented without context.

208. Further, Ms. Finkelstein's "sense," presented in lieu of comprehensive'inancialinformation, i. entitled to no greater weight, See IGAA PFF $ 395. Although

Ms. Finkelstein stated that she had a "sense that major publishers increasingly are asking

us to license from them and pay directly rather than through HFA," she provided no

concrete examples or data to support her "sense," and made no eff'ort to quantify the

supposed decline in licensing throug'.h HFA.. Id. Again, without tlie presentation of such

evidence, it is reasonable to infer that the RIAA cannot, in f'act., back up this claim.

209. The RIAA's criticism of the Cop~ght Owners for failing to provide an

industry-wide estimate of mechanical royalty revenues generated by music publishers is

also without mer.it. RIAA PFF g 364. The RLW mistakenly claims that "the Copyright'wnerswould have been in the best position to present an industry-wide estimate of'ublishermechanical royalty earrnngs." Id. However, the NMPA, as Mr. Israelite
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explained during the direct hearing, "does not compile industry-wide data," focusing

instead on its members and those music publishers who license their works through HFA.

2/5/08 Tr. at 1438 (Israelite). Nonetheless, the Copyright Owners provided evidence of

the mechanical royalties generated by the four major music publishers as well as

mechanical royalties collected by HFA, which taken together represent a substantial

portion of industry-wide totals.

2. Songwriters'echanical Royalties Are
Declining

210. For songwriters, the RIAA argues not just that mechanical royalties have

held steady, but that they have, in fact, been growing. The only way to prove such a

claim, however, is to completely ignore three of the six years analyzed by Professor

Landes in his songwriter study as well as its overall conclusions. According to the

RIAA, "[fjrom 2003 to 2006, average songwriter income from mechanicals increased by

about 10% above and beyond the rate of inflation." RIAA PFF g 523. Nowhere in its

Proposed Findings of Fact does the RIAA mention that Professor Landes began his

analysis with mechanical royalties earned in 2000 or that, even with a slight rebound in

the years emphasized by the RIAA, the songwriters studied were earning less in

mechanical royalties, on average, in 2006 than they had been in 2000. See CO PFF

'g 272-79.

2 In claiming that the mechanical royalty revenues earned by songwriters has increased
faster than the rate of inflation, the RIAA ignores a critical point. As Mr. Israelite
testified, if the penny rate of 2.1 cents first set in 1909 had been increased at the same
rate as prices generally, as measured by the CPI, the current mechanical royalty rate,
as of January 1, 2006, would have been 40.7 cents, more than four times what they
receive under the current 9.1 cents rate. Israelite WDT (CO Trial Ex. 11) at 6.
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211. The MAA has not provided any analysis of the mechanical royalties

earned by songwriters of its own. In fact, throughout most of the proceeding, the RIAA

has ignored songwriters, notwithstanding that they are the parties with the most. to gain,

or lose, by the rates that. will be set by this proceeding. See 'id. $ 6. Nonetheless, in an

attempt to undermine the import of Professor Landes's systematic study of songwriter

income—the only one of its kind in this proceeding—the RIAA makes a number of

fundamentally flawed claims.

212. First, the RIAA claims that Professor Landes's inclusion of deceased

songwriters was i.mproper. RIAA PFF '][ 534. But as Professor Landes explained,

songwriters'ncentives to produce new.musical compositions are /influenced not just by

the potential returns over the course of their lives but also the expected returns for their

heirs after the songwriters are deceased. 5/20/08 Tr. at 7299-7300 (Landes). Such an

analysis is entirely consistent with copyright law, which generally grants right to creators

for the term of their life plus 70 years. 17 LJ.S.C. $ 302(a).

213. Second, the RLM argues that it was inappropriate to include part-time

songwriters in Professor Landes's analysis because the result is an understatement of the

earnings of "professiional" songwriters. RLM PFF 'g 53.5. But as Professor Murphy

explained, the level of mechanical royalties also has clear incentive effects on part-time

writers, who are splitting their time between activities. 5/15/08 Tr. at 6884-86 (K.

Murphy). As he succinctly put it,, economic theory predicts that "[i]f you make

songwriting less attractive, people are going to switch from doing songwriting to doing

something else." Id. at 6885.
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214. Third, the RIAA claims that Professor Landes understated songwriter

income because his analysis involved income from only one publisher. RIAA PFF 'J[ 537.

This argument neglects Professor Landes's explanation that his study focused on "the

change over time" of royalty revenue, not the absolute level of those royalties. 5/20/08

Tr. at 7286 (Landes). The RIAA's argument would be relevant only if there were

evidence that the trend in Universal's songwriters'oyalty income were different from

the trend in income for songwriters at other publishers. There is no such evidence.

215. Fourth, the RIAA claims that Professor Landes's study understates

songwriter income because it does not include "income" from unrecouped advances.

RIAA PFF 'g 536. Eventually, however, the songwriter's publisher will recoup as much

as possible (if not the entirety of the advance), so any apparent short-term income gains

may be illusory. In any event, the RIAA has produced no evidence to indicate that the

level of Universal's unrecouped advances per songwriter has increased over time—and

certainly not significantly so—which is the only way that this issue could affect Professor

Landes's trend analysis in any way.

216. Finally, the RIAA argues that Professor Landes "understated the earnings

of songwriters, in general, because he excluded from his sample all songwriters who

entered the profession after the year 2000." RIAA PFF $ 538. As Professor Landes

explained, however, his analysis focused on the income trends for a consistent set of

songwriters with reported royalty earnings in every year. Landes WRT (CO Trial

Ex. 406) at 8 n.l l. He did so in order to ensure that the trends were not confounded by

the entry and exit of writers throughout the years, which would make it difficult to assess

the lived experience of songwriters. See 5/19/08 Tr. at 7119-20 (Landes).
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217. The MAA has adduced no evidence to indicate that Professor Landes's

trend analysis would. have shown a different result if he included every writer in ever)

year. The RIAA points only to Professor Landes's exclusion of high-earning songwriters

who entered the data. after 2000, IGAA PFE"J[ 538, but a. Professor Landes pointed out,

there are three additional groups of songwriters who &eke e]xcluded that the RIAA has

neglected: (1) low-earning songwriters who entered the profession after 2000;

(2) songwriters with high earnings in early years who left the profession sometime in the i

later years; and (3) songwriters with low earnings in early years who left the profession

sometime in the later years. 5/20/08 Tr. at 7310. As Professor Landes explained, there is

no reason to believe that including all of these songwriters would have led to a different

income trend. Id. at 7314-16.

218. In short, the RIAA. has failed to show any reason th.at Professor I.andes's

analysis of songwriter mechanical royalty revenue over time does inot show a realand'eclining
trend in income.

219. Further, the RLM, in addition to basing its conclusions about songwriter

income almost exclusively on its cramped view of Professor Landes'. data ignores the

substantial testimony from the Copyright Owners" songwriter witnesses about the

declines they have experienced in their mechanical royalty earnings and the stnsggles

they continue to face. See CO PFF g$ 235-56. For example, Steve Bogard, the President

of NSAI, presented testimony about the negative effects he, and hj]s songwriter

colleagues, have felt due to the decline in mechanical royalties in recent years.

According to Mr, Bogard, "[w]ith the introduction of peer-to-peer sy. tems and the rapid
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increase in music piracy, my mechanical royalty stream has dropped significantly."

Bogard WDT (CO Trial Ex. 2) at 7; see also 1/28/08 Tr. at 258-62 (Bogard).

220. The RIAA also attempts to mask songwriters'inancial struggles by

arguing that, rather than a matter of the amount of money earned overall, the problem is

that a substantial majority of the mechanical and other royalty income generated each

year is earned by a substantial minority of extremely popular songwriters. RIAA PFF

gg 528-532. Putting to one side that such an argument flies in the face of the 1981 CRT

Decision, this argument overlooks the fact that even successful songwriters are struggling

and feel that the current mechanical royalty rate does not fairly compensate them for their

creative efforts. See also 1/30/08 Tr. at 827-29 (Shaw); 1/31/08 Tr, at 886-87 (Sharp).

221. Both Mr. Bogard and Ms. Shaw testified about the state of the songwriting

community. According to Mr. Bogard, the Nashville community, for example, has

"about half of the professional songwriters we did even five years ago. The community

is basically decimated. There are so few opportunities for new writers that the

community is dwindling. That's the only way I can put it." 1/28/08 Tr. at 258 (Bogard).

Ms. Shaw provided a number examples of songwriters who have experienced great

successes—who have won awards or written songs for major artists—but have recently

been forced to work at other jobs or leave the songwriting profession entirely. 1/29/08

Tr. at 828 (Shaw). At the current rate, these songwriters do not feel that they are

sufficiently compensated for their efforts and are not actually earning enough from those

efforts to continue writing songs. See 1/30/08 Tr. at 798-801 (Galdston) (testifying that

"because what we provide is so essential, it pains me to say that we'e at the bottom of

the totem pole in the revenue stream and revenue scale.").
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222. Such testimony also disproves the RIAA's c1aims that that "there is,

absolutely no evidence that there currently is a shortage of songs or songwriters." .RIAA

PFF $ 1163; see also id. Q 52, 510, 640. According to the RIAA,i the increasing

membership numbers of the NSAI prove that songwr'iters ranks are growing. RIAA PFF

$ 1195. NSAI President Steve Bogard testified that, in fact,'hat "the reason we have i

more members now is because our community is in dire straits. We have people joining ~

like crazy." 1/28/08 Tr. at271(Bogard). Mr. Bogard allso hxplairiedhow NSAI

membership numbers are unrepresentative of the true co'ndition of the songwriting'ommunity:

Q: So the NSAI chart shows that the number of
professional songwriters appears to have remained 'steady
and slightly increased over the lasts deeadk, ann I~right?':

No. It shows the number who are members of NSAI
has remained stable.

Q: Would you repeat that?

A: It shows that the number of professional songwriters
who are members of NSAI has maintained the same. It
doesn't speak to the number of songwriters making a living
in Nashville.

Q: What is your basis for your testimony about the number
of songwriters in Nashville?

A: Personal experience, my presidency and our
membership. If you would like to know iny analysis as the
president of NSAI of these numbers and why they are the
same, I would be happy to tell youl

Q: No. I'm trying to get your understanding of the basis
for your testimony.

A: The basis for my testimony is the conversations I have
on a monthly basis with all the songwriters, with all the
professional songwriters who are members af our ~

organization, with absolute knowledge, personal
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knowledge of the size of the staff at Warner Chapel at the
time I was a staff writing and the size of the staff now.

Id. at 269-270.

C. Other Revenues Earned by Songwriters and Music
Publishers Are Not Relevant to the Determination of a
Reasonable Mechanical Royalty Rate

223. Apparently recognizing the flaws in its arguments concerning the decline

in mechanical royalties, the RIAA insists that music publishers and songwriters

nevertheless stand in a strong financial position because they collect other forms of

revenue such as performance and synchronization revenue. See, e.g., RIAA PFF 'Q 399-

411, 1270-73. According to the RlAA, these alternative revenue streams "have

skyrocketed" and now insulate music publishers and songwriters from the decline in their

mechanical revenues. Id. $ 355.

224. These arguments are flawed for a number of reasons. As an initial matter,

and as discussed in detail in the Copyright Owners'eply to the Conclusions of Law of

the RIAA and DiMA, the revenues songwriters and music publishers earn through non-

mechanical licenses are irrelevant for purposes of this proceeding. The statutory factors

set out in 801(b) are provided to determine reasonable rates and terms for activities under

Section 115. There is no suggestion, from either the plain text or judicial precedent, that

the mechanical royalty rate should be adjusted to reflect revenues received by the

Copyright Owners for activities beyond the scope of Section 115. See National Music

Publishers'ssociation, Inc.'s, the Songwriters Guild of America', and the Nashville

Songwriters Association International's Motion in Limine to Exclude Evidence Relating

to Revenues Generated from Non-Mechanical Licenses, Docket No. 2006-3 CRB DPRA

(Jan. 7, 2008).



225. Nor should the mechanical rate be determined on the basis of the "hedonic

wage theory" offered by Professor Slottje. See RIAA PFF $[g 1!164-78. The RIAA

emphasizes that songwriters earn "psychic income" and a series of "non-pecuniary

benefits such as the opportunity to meet famous individuals„attend parties or award

shows, as well as the 'warm-glow'eeling of hearing one's song being performed." Id.

$ 1168. According to the RIAA, this "revenue stream" should be factored into the

determination of a reasonable royalty rate along with performance, synchronization and

other pecuniary, non-mechanical royalty streams.!

226. As described in detail in both the Cop pight Owners Proposed Findings of

Fact and Conclusions of Law, Section 801(b) does not indicate that a songwriter's

"psychic income" is a valid consideration, nor is there evidentiary support for Professor

Slottje's theory. See CO PFF H 771-75; CO PCL', $ 80. Nc!ne 'of the studies cited by'rofessorSlottje applied a.hedonic wage theory to songwriter income, and Prof'essor

Slottje conceded at trial that he has never performed any academic work relating to the

recorded music or songwriting industries. See Slottje! WRT (RIAA Trial Ex. 81.) at 22-

24; 5/8/08 Tr. at 5379 (Slottje). Professor Slottje also failed to consider the testimony

provided by the Copyright Owners'ongwriter witnesses during the direct hearing,

although such testimony was clearly relevant to his analysis. 5/!8/08 Tr. at 5387-88

(Slottje).

227. In fact, none of the songwriter witnesses'estimony suggested that they

felt that non-monetary compensation suffic:iently supplemented their mechanical roya)ty

earnings. CO PFF 'j[ 775. Notwithstanding such testimony, the, RIAA attempts to twist

songwriter testimony about their love of songwriting around to support that baseless
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argument. See, e.g., RIAA PFF $ 516. These arguments, again, completely ignore the

testimony provided by songwriter witnesses who are most able to explain why they

continue to write songs. As Ms. Shaw testified, "I love what I do. I have the best job in

the world, but I take it as a job. I mean, it's — every day I work, and if I'm not writing,

then I'm trying to, you know, get things recorded or networking with a writer." 1/30/08

Tr. at 824 (Shaw). Ms. Shaw left no doubt as to her view that the mechanical royalty rate

should be increased because the compensation she receives from her "job" is not fair or

sufficient. Shaw WDT (CO Trial Ex. 5) at 7 ("I am not being fairly compensated for the

efforts I make and risks I take to continue to be a professional songwriter."); see also

1/30/08 Tr. at 791 (Galdston) ("Every time you step out there to write a song, what's in

your heart I think is you want people to love it, and what's in your economic mind is,

man, I hope they love it.").

228. Overall, the RIAA's argument that the Copyright Owners receive income

from non-mechanical sources ignores how critically important mechanical royalties are to

the Copyright Owners, particularly songwriters. As Professor Landes discovered through

his analysis of the royalties earned by UMPG songwriters between 2000 and 2006, nearly

two-thirds of the full songwriter sample received 50% or more of their total royalty

income from mechanical royalties. CO PFF $ 278. Nearly 40% of the songwriters

tracked received 75% or more from mechanical royalties. Id.

229. These numbers are consistent with the testimony given by songwriters

such as Rick Carnes, who observed, when asked about his alternative sources of revenue,

that only his most popular songs earn synchronization royalties. For Mr. Carnes,

mechanical royalties are much more important because "[t]he mechanicals are for the
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album cuts. That's the bulk of'hat you. get. And that's what pays your draw ... I mean

the reason why I say to keep you,alive like during that dry period I had, the thing that

kept me alive was mechanicals." 1/28/08 Tr. at 227 (Carnes).

230. Music publishers also depend heavily on mechanical royalties, a fact that

even Ms. Santisi's figures confirm. See CO PFF '][ 341-42. Corroborating testimony

from the music publisher witnesses, the financial data presented. in Ms. Santisi's written

report indicates that for BMG MP, EMI MP, and Watner/Chappell mechanical royalties

accounted for between )Q) and )Q( of their annual revenu'es in the years examined.

Santisi WRT (RIAL Trial Ex. 78'j at 48, 49, 52. Sony/ATV's totals were slightly lower,'angingfrom +$ to gg during the same period~ IP. a) 5$ . &MPG",s fi'gures were

higher, with mechanicals accounting for no less than Qg and as much as gg of annual

revenues. Id. at 51.

231. Regardless of the precise range, these figures make clear how critical

mechanical royalties are for music publishers, who have identified this royalty stream in

particular as the most significant:income stream against whi.ch their companies are able to

recoup advances to songwriters. See 1/31/08 Tr. at 966 (Robinson); 2/5/08 Tr. at 1619

(Peer); see also CO PFF 'J[ 342. And although the RIAA argues that publishers'" non-

mechanical royalty stream. have grown dramatically.,'he numbers relied upon by

Ms. Santisi do not show such:increases. See Santiisi WRT (RIAA Trial Ex. '78) at 48-52. ~

In fact, for each of the music publishers examined, the p'ercentage of revenue comprised ~

of performance and synchronizati.on revenues showed only moderate increases or held

The Warner/Chappell numbers. relied on by Ms. Santisi refllect worldwide totals,
rather than U.S. figures. See Santisi WRT (RIAA Trial Ex.'8 at 52, 56.
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relatively constant. None of the companies showed growth of more than 10'or either

source of revenue. Id.

232. Even if non-mechanical revenue streams were relevant to the

determination of a reasonable mechanical royalty rate (and they are not), the RIAA's

evidence presented in support of its argument that such revenues justify a mechanical

royalty rate cut~timates of other revenues collected by music publishers and the

comparison between music publisher and record company revenues—is unreliable and

misleading.

233. Professor Teece, as he did with respect to mechanical revenue, presents

mere estimates of the alternative revenues collected by music publishers in the same table

in his Written Direct Testimony described above. Teece WDT (RIAA Trial Ex. 64) at

59, Appendix C. As noted earlier, Professor Teece made no effort to update or check his

numbers against actual publisher financial information produced in discovery. See

Section I. Moreover, when asked, Professor Teece could not even clearly explain which

forms of revenue he had included in his calculations, precisely how such revenues had

been counted, or, most importantly, whether some revenues had been counted twice:

Q: Let me ask you a better question. Don't you know,
based on your study of this industry, that ASCAP never
remits to music publishers the writer's share of
performance income?

A: It's my understanding that it's paid direct, yes

Q: So, in fact, then, in Exhibit 28 you'e double-counted
the performance and revenue income purportedly going to
music publishers because half of that column was paid
directly to writers, correct?

A: Well, I believe I have done it consistent with what was
reported publicly; otherwise, you would see a big jump in
the data series, and I don't see that.
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Q: Do you know whether you excluded writers'ncome?

A: As I sit here right now, I don't know.

Q: Do you know that ASCAP and BMI collect
perfojrmance income on behalf of foreign music publishers
and writers?

A: Yes, I'm aware of that.

Q: And you didn't exclude that either, did you?

A:. You know, it's — unfortunately, its two years ago. I
cannot tell you.

2/19/08 Tr. at 3735-77 (Teece').

234. Indeed, when asked to explain what he ultimately relied on to reach his

conclusion that a reduction in the mechanical royalty rate would not be disruptive for

music publishers because of other revenue source.&, Professor Teece admitted that he

relied more on a generalized conception of the nature of the music publishing industry

rather than actual. financial figures: "I'm relying basically dn the &tructure of their costs

and the nature of their business. I'm not re]lying ... if thi.s number here in 2005 is off by

... $ 100 million, I don't think that changes anything." Id. at 3738. Professor Teece's

"perception" is hardly competent evidence.

235. Finally, although the RIAA has emphasized that the availability of

alternative revenue streams give "publishers a virtually c;ost-free infusion into their

bottom line," a number of music publishers testified that there are, in fact, a number of

expenses associated with arranging for the non-mechanical use of musical works. See

CO PFF g$ 330-32. When music publishers actively seek new licensi.ng opportunities for

the works in their catalogs, they do so at a cost. R'.alph Peer, for example, testified that



Peermusic has "a staff of approximately five people dedicated to synchronization

placement." Peer WDT (CO Trial Ex. 13) at 14.

236. In any event, when it comes to accounting for alternative revenue streams,

the RIAA has told only part of the story. Although Professor Teece and the RIAA claim

to compare all music publisher revenues with all record company revenues, the analysis

presented actually weighs all music publisher revenues, including performance and

synchronization, against only a slice of record company revenues, wholesale revenues,

despite the fact that record companies also receive revenues from a wide variety of

sources that help to insulate them from declining sales. See RIAA PFF 'g 403-04,

Figs. 40, 41.

237. The RIAA complains, for example, that music publishers have enjoyed

increasing synchronization revenues. But record companies also receive revenues from

the use of their sound recordings in movies or television shows, known as master use

royalties. In fact, due to the standard use of most favored nation provisions, record

companies almost always receive the same license fee for master use licenses as the

Copyright Owners receive for synchronization licenses. Scott Pascucci, the RIAA's

primary witness on the synchronization market, conceded these facts during the rebuttal

hearing:

Q: So MFN clauses often lead to synch payments and
master use payments that are equal, right?

A: Correct.

Q: And even before a license transaction is completed, in
negotiations for master use licenses the record company
will often insist on being paid as much as the publisher,
right?

A: Correct.
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Q: And it happens vice versa as well?

A: Correct.

Q: And these demands for equal treatment are customary
in synch and master use license negoti'ations~right?':

They happen with great frequency. I guess you could
call that customary.

5/7/08 Tr. at 5291-92 (Pascucci); see also 2/26/08 Tr. at 476-57 (Munns) (discussing

EMI's synch revenues); CO PFF 'g 532-34. Thus, if synchronization revenues "have

grown enormously in recent years" for music publishers and songwriters& then they have

done the same, by definition, for record companies. RIAA PFF $ 399. Furthermore, to l

the extent that synchronization revenues are, for music publishers, insulated from piracy i

or a "bulwark against instability in mechanical royalty collections" and sales, so are the

synchronization revenues earned by the record cotnpanies. 'Id. $ 355. Nevertheless,

Professor Teece simply ignores this revenue stream and asserts that music publishers

alone enjoy synchronization revenue.

238. The record companies also receive performance royalties from the public

performance of their sound recordings. In fact, as a resu1t of the Second Webcasting and

SDARS Determinations recently issued by this Court, the record companies are poised to

grow their performance royalties substantially as they begin to collect royalties for the

use of their sound recordings through internet and satellite radio services. 2/26/08 Tr. at

4757 (Munns) (agreeing that record companies halve developed new performance royalty~

streams for internet and satellite radio in recent years). Professor Teece again simply

dismisses this revenue stream for record companies, and includes it only for music

publishers.
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239. The RIAA's revenue exclusions do not end there. As discussed in

Section II above, record companies also generate substantial revenues through their

manufacturing and distribution operations. Robert Emmer, the Chief Operating Officer

for Shout! Factory, an independent entertainment company, testified that his company

outsources distribution to Sony BMG for an annual fee of roughly~ of Shout!

Factory's sales. Emmer %RT {RIAA Trial Ex. 90) at 5. Sony BMG, accordingly,

receives an alternative revenue stream that is independent from the sale of Sony BMG

sound recordings. Mr. Emmer also testified that he believes it to be unlikely that Sony

BMG will allow Shout! Factory to negotiate for lower fees under its next distribution

deal, thereby maintaining Sony BMG's distribution revenues under this deal at a constant

level. 5/13/08 Tr. at 6282-85 {Emmer).

240. According to its U.S. profit and loss statements from 2004, 2005 and

2006, UMG also earns substantial income from its manufacturing and distribution

operations. In 2006 alone, UMG generated in profits from those operations,

CO Trial Ex. 264, more than many of the music publishers'ynchronization or

performance revenue totals highlighted by the RIAA in its Proposed Findings of Fact.

See RIAA PFF g$ 409-10. Yet, revenues of this sort, although substantial and

dependable, are wholly ignored in Professor Teece's purported comparison.

241. Moreover, the record companies are actively attempting to develop and

maximize new sources of revenue. See CO PFF 'g 420, 744. For example, EMI and

other record companies are attempting to negotiate "360 contracts" more frequently. CO

PFF 'g 420.



242. Although mentioned only in a footIioth tooth& RliAA's proposed Findings

of Fact, 360 contracts are a significant development in the industry, signaling the recotd i

companies'nterest in, effectively, taking a cut of all artist revenues, including in some

cases mechanical royalties. For example, Mr. Munns presented testimony conc'erning the

360 contract, the first of its kind, that was negotiated ibetiween RMI arid Robbie Williams:

Q: And under that 360 contract that you entered into with
Robbie Williams, EMI shares in all of the revenue that
Mr. Williams earns, correct?

A: Yes.

Q: You get a piece of his tour income, correct?

A: We bought a piece of his future tour income.

Q: You bought it in return for a bigger advance?

A: Correct.

Q: And you share in Mr. Williams'ublishing income as
well, correct?

A: Yes.

Q: So in the 360 agreements that the record companies
enter into, if a songwriter receives a piece ofmechanical
royalties, that actually goes back — part of it goes back to
the record companies?

A: If that's in the deal. All 360 deals are different.
They'e not just a one size fits all model. If — the record
company would try and access other income~streams, not
necessarily all of them, but as many as them as they could
afford to buy ...

Q: And in some of the 360 agreements that EMI entered
into while you were there, EMI shared in.the
singer/songwriter's publishing royalties, corxect?

A: Yes. Yes.
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2/26/08 Tr. at 4759-60 (Munns). The RIAA attempts to argue that 360 contracts are a

business model with uncertain prospects for success, especially in negotiations with well-

established artists. Yet, EMI's first 360 contract deal was with Robbie Williams, an

extremely well-established artist.

D. The Successful Management of Music Publishing
Companies Does Not Justify a Reduction in the
Mechanical Royalty Rate

243. The RIAA next attempts to penalize music publishers because they are

more profitable, more highly valued, and have not had to engage in the corporate

restructurings conducted by the major record labels. See RIAA PFF $$ 413-15, 432-34,

497-508. But such success—the result of good management as opposed to the record

companies'cknowledged mismanagement—does not justify a reduction in the

mechanical royalty rate.

244. In the first place, the objective of this proceeding is not to determine rates

that compensate the copyright users for their mistakes in the current rate period. Indeed,

the RIAA's emphasis on the profitability and marketplace value of music publishing

companies is as misplaced as its focus on alternative revenue streams described above.

Under Section 801(b), the Court must set a mechanical royalty rate that will provide a fair

return for the Copyright Owners and a fair income for the copyright users. See CO PCL

g 2. The ultimate value or profitability of a music publishing company is not a measure

of the "fair return" owed for each use of a Copyright Owner's musical work. See id.

'g 81-82. Profitability depends on a music publisher's total costs and revenues, many of

which have no connection to mechanical licensing. The valuation of music publishing

companies depends on a multiple of income applied by the market to the company as a



whole. Neither are relevant to the deterinination of the mechanical royalty rate at issue

here.

1. The Profitability of Music Publishers ]Does Not
Justify a Rate Reduction

245. The comparison between music publishers and record companies offered

by the RIAA is flawed because the RIAA fails to present credible evidence that record

companies are not, as claimed,, profitable. In arguing that aggregate profit margins for

major record labels are much lower than profits for the major musIIc publishers, the RIAA

relies on testimony from rebuttal witness Bruce Benson. RIAA PFF )[414. Yet as shown

above, Mr. Benson's profitability analysis cannot be trusted. See CO PFF 'g 451-54. In

contrast, a review of the financial documents actually produced by the recordcompanies,'ather

than the error-filled analyses performed by Ms. McLaughlin and Mr. Benson,

indicates that the profitability of many of the major record companies has improved in

recent years, in some cases to record highs. See CO PFF $g 441-.46.

246. In addition, the RIAA.'s featured match-up of the profit margins of EMI

MP and EMI Music hardly provides an "'apples to apples" comparison and cannot salyagp

the RIAA's argument. RL'V PFF g 414. As even the RIAA has acknowledged, EMI

MP was, until UMPING acquired BM(x MP, the largesse anld roost successful music

publisher; it is now a close second. RIAA PFF $ 452; 1/29/08 Tr. at 365 (Faxon). EMI

Music, on the other hand, is the least successful major record company, and an outlier

among the majors in terms of its profitability, as discussed above. See supra Section '73;

see also CO PFF 'g 446-48. Further, EMI Music) s slim profit mQgins are not due to the

inherently unprofitable nature of record companies (as the RIAA implies), but rather to a

series of poor business decisions, as both Colin Finkelstein, EMI's Chief Financial
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Officer, and David Munns, formerly the Vice Chairman of EMI, acknowledged.

According to Mr. Munns, "the company was a mess" when he arrived to run EMI North

America in the fall of 2001, largely because his predecessors had managed the business

badly and had allowed spending to get out of control. 2/26/08 Tr. at 4749-50 (Munns);

CO PFF 'g 447. Thus, the RIAA's profitability comparison is meaningless.

2. Music Publishers'voidance of Substantial
Restructurings Does. Not Justify a Rate
Reduction

247. For the same reasons, the RIAA's reliance on the past restructurings made

by major record companies as support for their purported instability gains them no

ground in justifying a reduction in the mechanical royalty rate. See RIAA PFF gg 432-

434. Music publishers should not be penalized for their successful and efficient corporate

management. Nor should record companies be rewarded for a period of severe

mismanagement.

248. As described above, and in detail in the Copyright Owners'roposed

Findings of Fact, the recorded music industry has historically experienced cyclical

growth, with periods of rapid growth and great success followed by brief downturns. See

CO PFF @ 356-61. The mechanical royalty rate has never been a casualty of these

cycles. Indeed, the mechanical royalty was increased in 1981 even though the recorded

music industry was in the midst of a period of contraction. Id. 'g 119, 358.

249. And as shown above, the recent restructuring of the record industry was

necessary in large part because of the record companies'wn actions. See CO PFF

m 399-400. This is particularly true with respect to the RIAA's "case in point," EMI

Music, which was restructured because "the business had become bloated and ... was

overstaffed and ... its expenses were out of line with its potential revenues." 1/30/08 Tr.
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at 558 (Faxon). This observation is entirely consistent with those made by Mr. Munns

during the direct hearing. See CO PFF $ 447.'.

The Value of Music Publishing Companies Does
Not Justify a Rate Reduction

250. Having successfully avoided many of the'istakes that forced the record

companies substantially to restructure their operations, music publishers have recently

become, comparatively, more valuable. RIAA PFF 'g 357. This fact, despite the RIAL's

emphasis, is irrelevant to the current proceeding. The value ascribed to a particular music

publishing company depends upon the multiple applied to that company's net publisher

share ("NPS"), which is the amount retained by the music publisher after payments are

made to songwriters. Even the~ acknowledges that valuations are affected by forces

outside of a music publishing company, noting that they have been "bid up'* by financial

investors in recent years. RIAA PFF 'g 357. As the Copyoght Owners explained in their

Proposed Conclusions of Law, the critical issue in this proceeding is determining the i

return to an individual songwriter (and music publisher, ~if involved) for an individual use

of a musical work. CO PCL Q 11. The valuation of music publishers has little, if

anything, to do with the value of the musical composition or the appropriate return to an

individual songwriter.

251. Further, it is problematic to justify a reduction in the current royalty rate

on the valuations presented by the RIAA, as those valuations were, in fact, calculated on

the basis of the current rate and the mechanical revenues expected. as a result. The RIAA

has presented no evidence that the current value of music publishing companies would

remain stable if mechanical revenues were reduced by 40%, as they would be under tlie

RIAA's proposal. Indeed, it is-likely that such a drastic rate cut would affect both the
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"stable, long-term earning potential of music publishing assets" and the precise valuation

figures highlighted by the RIAA in its attempt to make this argument. RIAA PFF m 506,

500-05.

K. Music Publishers and Songwriters Take Substantial
Risks, Play Critical Roles and Should be Rewarded

252. Throughout this proceeding, both the RIAA and DiMA have repeatedly

sought to discredit the critical role of music publishers and songwriters and the risks they

take, in order to justify their dramatic proposed rate cuts. See, e.g., RIAA PFF 'J[ 358

("music publishers have enjoyed profits and revenues out of any meaningful proportion

to the risks they take and the contributions they make"). But as the overwhelming

evidence shows, both songwriters and music publishers continue to make substantial

contributions to the music industry and to the creative process through which musical

works are made available to the public, without knowing in advance whether those

contributions will result in success or financial compensation. See generally CO PFF

'g'g 14-20, 287-340.

1. Music Publishers Make Critical Contributions to
the Creation of Songs and the Success of the
Industry

253. The RIAA has routinely criticized music publishers, claiming (just as they

did in 1980 before the CRT) that publishers "are now almost entirely passive—collecting

royalties on records which they did little or nothing to help create or sell." RIAA PFF

$ 1282. Substantial evidence presented by the Copyright Owners proves the opposite.

254. Each of the four music publishers who testified during the direct

hearing—Roger Faxon from EMI MP, Nicholas Firth from BMG MP, Ralph Peer from

Peermusic, and Irwin Robinson from Famous Music, each a current or former CEO of a
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significant music publishing company—explained in detail the wide range of functions

performed by music publishers on behalf of songwriters. See generally Faxon WDT (~CO

Trial Ex. 3) at 4-12; Robinson WDT (CO Trial Ex. 8) at 10-21; PeerWDT (CO Trial I

Ex. 13) at 4-18; Firth WDT (CO Trial Ex. 24) at 6-20; see also 1/31/08 Tr. at950-55,'57-68

(Robinson); 1/29/08 Tr. at 374-76, 387-85, 389-94, 401-10 (Faxon). Mr. Faxon.'estified,that music publishers are, at bottom, in a service business for songwriters, who'ook
to publishers to "help them develop their talent [and] ... understand how better to

improve their music." 1/29/08 Tr. at 370 (Faxon) (discussing the work music publishers'o
for songwriters). As described in the Copyright Owners'roposed Findings of Fadt,'he
services offered by music publishers generally include creative and financial support,

promotional and licensing efforts, and administrative and ministerial functions. See

generally CO PFF TI 295-340.

255. The testimony of the music publisher witnesses was corroborated by tbat'f
the songwriter witnesses, many of whom attribute successes in their careers to the

assistance they have received over the years from mu'sic publishers. See,'.g., CO PFF

Q 293, 312, 322-23. Victoria Shaw, a songwriter'ho has writteri successful couritryi anl

pop hits, testified, for example, that "[h]aving a publisher made all the difference in [her]

career." Shaw WDT (CO Trial Ex. 5) at 2. Ms. Shaw explained in both her Written

Direct Testimony and at trial that music publishers have pitched her songs to record

companies and artists, have been responsible for the release of some of her biggest hits,

and have allowed her to focus on writing more, arid better, songs. Id. at 2, 6; 1/30/08 tl'r. ~

at 819-21, 830-33 (Shaw) (describing efforts made by music publishers on her behalf as i

well as the impact of such efforts on her career).
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256. The RIAA completely ignores this first-hand, factual evidence, choosing

instead to rely on unsupported, conclusory assertions made by Ms. Santisi, who has not

worked at a music publishing company since 1992. Santisi WRT (RIAA Trial Ex. 78)

at 2. Indeed, the RIAA even overlooks testimony given by its own witnesses that music

publishers make A8cR efforts similar to those of the record companies, provide advances

to songwriters and, accordingly, take risks when new songwriters are signed. 2/14/08 Tr.

at 3467-68 (Kushner). Ms. Santisi herself acknowledged that music publishers may sign

songwriters before they have record deals or relationships with the record companies.

5/7/08 Tr. at 5235 (Santisi).

257. The RIAA also ignores the evidence that music publishers have made

substantial contributions in the developing world of digital music. See RIAA PFF

$$ 1384-1390. Music publishers were integral to the creation of the ringtone market by

granting early licenses for the use of their musical compositions to ringtone aggregators.

CO PFF $ 337, More importantly, many music publishers, through NMPA, entered into

a landmark 2001 agreement with the RIAA to enable online subscription services to offer

limited downloads and interactive streams on a rateless basis, pending future negotiations

or rate setting proceedings. Id. As Mr. Robinson testified, "[w]e were all interested in

broadening the market for the use of music. So we agreed to give a license which didn'

have a rate attached to it." 1/31/08 Tr. at 935 (Robinson); see also 1/29/08 Tr. at 413-14

(Faxon).

258. Music publishers have made these contributions to the growth of digital

music, while also continuing to fill their longstanding roles for songwriters, in the face of

widespread piracy that has significantly impacted their revenues. See, e.g., CO PFF 800.
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The songwriting community has macle similar con~tributions~ in the~face of a similar threat'.

See id. at 94, 98. Although acknowledg:ing,, as it must, that every sale lost to piracy is a

lost sale for music publishers and songwriters, the RIAA. then attempts to minimize

piracy's true impact by citing the increases in the statutory rate and again referencing

music publishers" other revenue streams. RIAA PFF 'j[ 425.

259. The MAA also ignores the record evidence when describing the

substantial efforts of music publishers and . ongwriters that have been made to fight

piracy. Again ignorjing that doll@i-for-dollair comparisons between music publishers and

songwriters, on the one hand, and record companies, on the other, are inherently fLawed,

the RIAA criticizes mu. ic publishers and songwriters for assuming "only a small role in 'ombatingpiracy," and spending amounts that "are a tiny.fraction of the record

companies'pending." RI,AA PF'F g 1411. Music publishers have, however, been

actively involved in each major high-profile piracy lawsuit, incluc4ng'hose against

Napster and Grokster. CO PFF g'J[ 102, 800. Songwriters, f'r their part, have devoted

great time and energy to efforts designed to fight piracy through lobbying Congres~s and ~

participating in the legislative process. Id. 'g 94, 98.

2. Music Publishers Act as Music Publishers, Not
as Record Companies

260. On thie basis of Ms. Santisi's testimony and a few selective documents„ the

RIAA argues that music publishers make smaller investments than record companies,i

minimize the risks associated with these limited investments in ways the record

companies cannot, and ultimately recoup fair more of their investments than the record

companies do. The RIAA's arguments, however, ignore the basic~ differences between

the roles of music publishers and record companies, and have no evidentiary support.
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261. In an attempt to exaggerate the record companies'elative role in the

making available of creative works, the RIAA mischaracterizes much of what music

publishers do. Ms. Santisi correctly testified that music publishers acquire the rights to

musical works in three ways—through the acquisition of existing catalogs, the

negotiation of administration deals, and, last but certainly not least, the creation of new

compositions through their work with active songwriters. RIAA PFF g$ 442-444.

Ms. Santisi is mistaken, however, in her efforts to downplay the importance of these

activities or associated risks. They are not simply means by which music publishers can

maximize revenue while minimizing risk. RIAA PFF g$ 442-43.

262. Both the acquisition of existing catalogs and the negotiation of

administration deals with small music publishers or songwriters help to maximize the

availability of creative works. Catalog acquisitions are an important way in which music

publishers can expand their businesses. See Firth WDT (CO Trial Ex. 24) at 3-5.

Moreover, the acquisition of smaller or more obscure catalogs by larger music publishers,

particularly the majors, who have greater resources, helps to keep existing musical works

in the market. Mr. Firth testified to the particularly strong acquisition history of BMG

MP. As a result of his efforts, BMG MP acquired the rights to catalogs ranging from

Fleetwood Mac to Gilbert Becaud to Ravel, Verdi and Puccini. Firth WDT (CO Trial

Ex. 24) at 4-5. Once under the BMG MP umbrella, the musical works in these catalogs,

and the songwriters associated with them, were able to reap the benefits of a bigger, more

established infrastructure through which they could be more easily licensed for new or

continued use and be more effectively made available to the public. Similar benefits
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occur as a result of administration deals. Regardless of the risk. involved, these efforts by

music publishers benefit the industry as a whole.

263. In any event, to the extent that the acquisition of existing catalogs brings

with it relatively smaller risks, the major record companies enjoy a corollary in the

distribution deals they sign with independent record koDipahies. As described above in

Section IV.C, Sony BMG provides distribution services for Shout!! Factory, and therefore

generates additional revenues without making.a creative contribution or taking any

identifiable risk. See Emmer WRT (RIAA Trial Ex. 90)'t 5; 5/13'/08 Tr. at 6282-85 'Emmer).Simila!rly, Glenn Barros, the CEO of Concord., testified that Universal

distributes all of Concord's products., both physical and digital, within the United States;

2/21/08 Tr. at 4113-14 (Barros); see also id. at 4201-02 (explaining that smaller

independent record companies that are unable to negotiate favorable distribution rates

with the majors face very l..!igh distribution costs).

264. The RIAA simiilarly d.ownplays the efforts made by music publishers ih

their work with active songwriters to create new musical works. As described in detail in

the Copyright Owners'roposed Findings of Fact:, music publishers discover

songwriters, provide. them with critical financial support in the form of advances, and

offer creative assistance by'ntroducing new songwriters to more experienced ones or

arranging for collaborations. Music publishers also handle important administrative

functions such as copyright registrati.on, licensing, and royalty collections and

distributions. See CO PFF gg 317-23. As a result. of their integral involvement in the

creation of new musicalt works, music publ:ishers face the same risks as songwriters with

each new song. As Mr. Peer observed, "[o]ur myriad investments in songwriters—in thd
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form of money, human resources and facilities—are substantial but unfortunately are no

guarantee of success." Peer WDT (CO Trial Ex. 13) at 11.

3. Music Publishers Make Proportionally
Substantial Investments

265. At bottom, the RIAA's complaint about music publishers—that they "play

a largely passive role once the musical work has been written"—is that music publishers

are not acting more like record companies. RIAA PFF $ 5. But music publishers are not

in the business of creating or selling sound recordings. Music publishers are in the

business of aiding the creation and exploitation of musical works, thereby providing a

critical component of the sound recording that is ultimately delivered to the public.

Music publishers invest and contribute accordingly. See CO PFF gg 297 (discussing

music publishers'&R budgets and expenditures), 308 (discussing amounts spent as

songwriter advances), 313-14 (same), 332 (discussing promotional expenditures).

266. Simply put, "turn[ing] the musical works into a form the public will

actually buy," such as CDs or digital downloads, by paying recording artists, producing

sound recordings, manufacturing CDs or digital phonorecords and organizing marketing

efforts, are functions of record companies, not music publishers. RIAA PFF 'g 447.

Record companies, after all, do not fulfill the role of music publishers, and neither group

should be penalized for this long-standing division of labor. When asked, for example,

whether music publishers are "in the business of distributing music," David Hughes, the

Senior Vice President of Technology for the RIAA, testified that "distribution has

primarily been done by the recording companies and their distribution partners." 2/20/08

Tr. at 4088 (Hughes).
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267. The RIAA purports to prove that rriusic publishers invest little in the

creative process by comparing EMI MP's total revenues',( ) qnd',tot/

expenses ( ) from the last fiscal year. ~ It'g Q 450k But Ws,example is

misleading. First, the RIAA failed to mention that of the approximately

earned in mechanical royalties, which accounted for almost half the total revenues cited,

approximately 75% is passed on to songwriters, leaving EMI MP with substantially lower

revenues once advances are recouped. See 5/7/08'r.'t '5209-10 ('Santisi) (discussing

how songwriters receive the lion's share of mechanical royalties paid by the record

companies to music publishers). Second, the RIAA states that songwriter royalties have

also been excluded from these figures, thereby. understating the total expenses actually

incurred.

268. Finally, the RIAA has purposefully selected numbers from only one music

publishing company—the most successful—in anl unavailing attempt to prove an 'ndustry-widecontention. No evidence has been presented to show that EMI MP's

financial results are representative of those across the industry. In fact, EMI MP is far

from representative. Ms. Santisi's own chart, for example, indicates that Sony/ATV,

another major music publisher, incurred greater expense ( ) and generated

far less revenue ( ) in the same period. ~ PPF $ 450, gabfe P.

269. The RIAA also attempts to prove 'l[t]he disparity of investments between

music publishers and record companies" by comparing the investment profile of EMI MP

with that of the Universal Music Group. RIAA PFF 'g 452. This comparison suffers from

similar shortcomings. Although matching financial information for "the most profitable .

music publisher" against that for "the largest and most Qnaiicially.healthy record
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company" may not seem unreasonable at first blush, the two companies are hardly

equivalent. At trial, Ms. Santisi could not testify that EMI MP and UMG, even though

the largest companies in their respective markets, had equal market share. 5/7/08 Tr. at

5135 (Santisi) ("Q: And do they actually have the same market hare or just they'e the

two biggest? A: They'e the two biggest in each of their sectors.").

270. What is more, the two markets are themselves dramatically different in

size and worth. According to an internal EMI document, the total value of the music

publishing market world-wide in CY 2006 was K2.0 billion (or approximately $4 billion),

while in FY 2007, the global wholesale recorded music market was worth K9.7 billion

(approximately $20 billion). RIAA Trial Ex. 9 at 8. Even with equal market shares,

therefore, EMI MP and UMG would not be comparable, and the RIAA's comparison

would remain unpersuasive.

271. Moreover, the RIAA exaggerated the discrepancies between the two

companies by comparing absolute budget figures rather than percentages of overall

revenues. The RIAA argues that EMI MP's budget of for AB'cR, gross

advances that average close to per year and "expenditures on various

development and promotional activities ofjust under ~ .. pale in comparison

with the comparable figures from UMG." RIAA PFF $ 452. Yet the UMG figures

offered in parallel, when taken out of the context of UMG's entire financial profile, are

not suitable for comparison..

272. Indeed, the RIAA seemed to recognize this flaw, but failed to remedy it in

a credible manner. At trial, Ms. Santisi attempted to offer a comparison of the advances

paid by EMI MP and UMG as a percentage of revenues. As she freely admitted,
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however, that analysis was not contained in her report and was in fact only done after her

report had been submitted and she had been questioned about the absence of such figures

at her deposition. 5/7/08 Tr. at 5]I.89 (Santisi).

Q: Can you show me where that [an analysis of whether
EMI's advances were a larger or smaller Perkentag0 of
revenues than tJMG's] is in your report?

A: It's notinmyreport.

Q:, Had you done that analysis at the time of your
deposition ten days ago?

A: I had done part of it. I had not done all of it.

Q: So that's something you did because I asked you that
question at your deposition, correct?

A: Correct.

Q,'t's not an analysis that you thought you needed in
order to submit your testimony to this court, correct?

A:. It was not something that was included in the report.

Id. at 5190-91.

273. Ms. Santisi did not provide her work papers to back up her calculations

and could only expl'un her methodology in generalized terms. She also could not

concretely establjish which expenses she had considered. Id. at'5189 ('xplaining that with

respect to the EMI MP numbers presented by Mr. Faxon she "believe[d] he has a certain

amount of overhead in there"), '9/ithout concrete evidence establishing which numbers

Ms. Santisi relied upon or how she actually performed her calculations, her untested

calculations are entitled to little weight.

274. Even without such mathematical or. evidentiary problems, the RIAA's

argument that comparing overall:investments made by music publishers and record
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companies can serve as a justification for a reduction in the mechanical royalty rate is

unpersuasive, largely because it fails to account for the different rates of return enjoyed

by the two groups.

275. The example of Back to Bedlam, an album by singer-songwriter James

Blunt, highlighted by both the RIAA and the Copyright Owners, is particularly

illustrative. To the RIAA, this album is a prime example of supposedly how little EMI

MP invested in Mr. Blunt in comparison to the amounts invested by Atlantic Records.

RIAA PFF 'j['][ 457-58. But as Ms. Santisi conceded at trial, when records are hits, the

amounts earned by the record companies are a substantial multiple of what the publisher

gets. 5/7/08 Tr. at 5233 (Santisi).

276. Putting marketing costs, which, as described above, are appropriately

borne by the record companies that produce and sell finished albums and have little to do

with the creative process, aside, EMI MP's advances to Mr. Blunt were only

approximately~ less than those spent by Atlantic for Mr. Blent's advances and

recording fund. CO Trial Ex. 214. The resulting profit totals, however, were vastly

different—Atlantic's profits on the record were roughly twenty times the mechanical

royalties earned by EMI MP, once Mr. Blunt's songwriter share had been distributed.

5/7/08 Tr. at 5237-39 (Santisi).

277. According to the RIAA, "[n]ot only do music publishers make fewer

expenditures, but they also find more ways to recoup the ones that they do. This is

particular [sic] true of songwriter advances to new talent — the only significant

. expenditure of music publishers and therefore the only such expenditure bearing any

appreciable risk." RIAA PFF $ 462. Ms. Santisi testified that record companies typically
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recoup between 45-70% of their advances while music publishers recoup substantially

more. RIAA PFF g 463. These claims, however, rely on selective, or incorrectevidence,'nd

the RIAA ignores substantial testimony to the contrary. Moreover, in making this

argument, the RIAA disingenuously ignores that the recordicornpanies take similar, if'ot

more aggressive, steps to recoup their advances and minimize their own risks.

278. First, the, RIAA complains that music publisher~ recoup more of the

advances they give because they "do not give songwriter advances until a record

company has gotten involved," thereby:mirumizing the risk. RIAA PFF g 464. This

claim is contrary to substantial evidence in the record. New songwriters are frequentl!y

discovered and si.gned by music publishers before record companies are involved, as both

Mr. Robinson anted Mr. Peer explaineid. See CO PFF 'f[ 295;,see also Firth'DT (CD Triavil

Ex. 24) at 7 (exp]l.aining how 27 of thee 42 new sorrgwriters sign'ed by BMG MP in 2005

had not yet released a commercial recorded). Mr. Blunt, in fact, signed his publishing gal

with EMI MP long before negotiating a record deal, as Ms. Sar&tisi acknowledged. 5/7/08

Tr. at 5230 (Santisi):, see also CO PFF g 301. Songwriter Maia Sharp provided similar

testimony, recounting how she was able to receive fir!rankial st?port from music

publishers when record companies were not interested in her work or had withdrawn their

support. Ms. Sharp described how she struggled to make ends meet after her contract

with a record company ended in l.99!9, but that "[f]ortunately, in 2000, [she] entered into

a music publishing contract with Major Bob Music and because of the aclvances Majdr

Bob gave [her] that were a part of the deal, [she] was ablle to get out of debt." Sharp

WDT (CO Trial Ex. 6) at 3.
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279. Moreover, advances to songwriters are typically provided on a non-

recourse basis, and songwriters are not obligated to repay them if they are unsuccessful.

Given this situation, it is not unreasonable for music publishers to take some action to

minimize the risk of advancing such large sums. Structuring advances so that they are

not paid up front and in full is one such measure. Contrary to the ~'s assertion,

however, in most cases advances are provided as monthly salary draws or other serial

payments. CO PFF Q 306. Conditioning the payment of advances on the release of

recordings typically only occurs when a publisher is working with a singer-songwriter or

producer-songwriter. Id.; see also 1/31/08 Tr. at 877 (Sharp) (describing how advances

are typically paid either as lump sums or weekly or monthly payments).

280. Music publishers may also factor a songwriter's status in the industry or a

songwriter's existing record deals into decisions about the amount to be paid as an

advance. RIAA PFF g 466; see also CO PFF 'g 307. But the RIAA mistakenly implies

that the existence of a record deal is the most important consideration for publishers, and

ignores the other factors involved in calculating advances. As a number of music

publisher witnesses testified, the genre in which a songwriter works, a songwriter's prior

successes as a writer, and the opinions about a songwriter's creative potential are given as

much, if not more, weight in such evaluations, CO PFF g 307.

281. Given the risks that advances provided to songwriters—even those who

are established, successful or who have record deals—will never be recouped, it is only

sensible for advances to be higher "when there is perceived to be less risk associated with

the songwriter." Peer WDT (CO Trial Ex. 13) at 7. In fact, record companies do the

same. Warner Music Group, for example, explained in its 2005 Annual Report that



"[o]ur typical contract for a new artist covers a single initial album and provides us a

series of exclusive options to acquire subsequent albums from the artist. Royalty rates

are often increased for optional albums.... Our esthblishhd artists'contracts generally

provide for greater advances and higher royalty rates." CO Trial Ex. 21 at 9.

282. Second, the RbW also complains that music publishers structure

songwriter deals so that they can recoup advances against multiple streams of revenue,

recoup expenses other than advances, recoup more from certain types of revenue, or

manipulate recoupment percentages i.n an attempt to circumvent the reductions imposed

by controlled composition clauses. See.RAW PF} 'I[)[4$8-"(2.,Thyrse,claims are basecl

almost exclusively on a single songwriter agreement between EMI MP and Metro

Station. Faxon WRT (CO Trial Ex. 375), Ex. K. 'The RIAA presents no evidence that

this contract is typical of those used by EMI MP, let alone that it is representative of

agreements throughout the industry. Indeed, the IJAA fails to mention whether other

music publisher contracts contain similar provisions.

283. The RIAA also claim." that "music publishers continue to take large

portions of songwriter income for themselves and to impose onerous contractual

conditions on songwriters," and that music publishers endeavor to shift as much risk as

possible to the songwriters they represent throogh~ their songwriter agreements. RIAA

PFF 'J[ 539-40. SIimilar argument.:, however, were rejected in 1981, when the CRT

acknowledged that, even then, the "historical split of mechanical royalties among

copyright owners has increased in favor of the so6gWritdr's sh~are. 1981 CRT

Determination, 42 Fed. Reg. at 10475.
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284. These claims also ignore evidence presented by each of the music

publisher witnesses that the royalty "split" between music publishers and songwriters has

shifted, through marketplace transactions, in favor of the songwriter. Splits have shifted

from the traditional 50:50 arrangement to, more frequently, 75:25 and, on some

occasions, as high as 90:10. CO PFF g 309. As a result, 75% of each mechanical royalty

payment is used to recoup a songwriters'dvance, and, once advances have been

recouped, the songwriter receives 75% of any subsequent mechanical royalty payments.

Music publishers have not reduced their investments, as described above, but now retain

a smaller share of any resulting revenues,

285. It is true, as the~ points out, that songwriters who have entered into

music publishing deals do not receive 100% of the mechanical royalties arising from

sales of their musical works. RIAA PFF g 541. As Mr. Faxon commented in the

exchange with Judge Wisniewski quoted by the RIAA in its Findings of Fact, however,

the royalty split between music publishers and songwriters is a function of the services

music publishers provide for their songwriters. 5/14/08 Tr. at 6407 (Faxon). And as

many of the Copyright Owners'ongwriter witnesses have testified, a publisher'

services can have a positive impact on a songwriter's career. CO PFF 'g 322-23.

286. The dramatic reduction in mechanical royalties songwriters will

experience under the RIAA's proposal "is independent of that split." 5/14/08 Tr. at 6406

(Faxon). The split negotiated between songwriters and music publishers is the result of a

voluntary market transaction. It reflects the values placed on a music publisher'

contributions by the parties to the contract. Such values are independent of the statutory
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mechanical royalty rate and should not be forced to adjust as a result of the EGAA's

proposed reduction.

287. The MAA also ignores that record companies, too, attempt to recoup as

much of their investment in recording artists as possible. Even a cursory review of the

standard artist agreements used by Warner Bros./Atlantic Records anti Sony BMG

reveals that each record company includes a wide range of expenses, ."uch a."~/
+ and ~ggggggg, in its d)fitIititIn tIf "gdyances," thereby allowing

the company to recoup far more than the RIAA has implied. See RIAA PFF 'J[$ 468-73.

The Sony BMG agreement, for example, provides in relevant part:

&SSSSSSSSN
~5
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CO Trial Ex. 297 at 8. The Warner Bros,/Atlantic agreement has similar provisions. See

CO Trial Ex. 56 at RIAA 45269.

289. Even with recoupment provisions, advances are a risky proposition for

music publishers, complete recoupment is rare, and advances are regularly written off.

CO PFF $ 316. As Mr. Firth testified, for example, BMG MP wrote off millions of

dollars in unrecouped advances each year, and, from the company's inception in 1987,

wrote off 55% of its total advances through 2005. Firth WDT (CO Trial Ex. 24) at 11-

12; 2/12/08 Tr. at 2666, 2679 (Firth); see also Robinson WDT (CO Trial Ex. 8) at 19.

290. Even if Ms. Santisi's analysis of recoupment rates is accurate, the RIAA

has failed, once again, to tell the whole story. As the RIAA emphasized repeatedly,

record companies also provide advances. Other than the conclusory statements offered

by Ms. Santisi at trial, however, statistics concerning the record companies'ate of

recoupment—again, information easily accessible by the record companies—were not

provided. When asked, Ms. Santisi admitted that, as with her information comparing

advances as a percentage of revenue, her information about the respective recoupment

rates enjoyed by music publishers and record companies was not contained in her report.

5/7/08 Tr. at 5191 (Santisi). Again, Ms. Santisi failed to produce the evidence on which

she relied to reach her conclusions, and thus her conclusions cannot be credited.

F. Songwriters Take Severe Risks, Make Critical
Investments and Should Also be Rewarded

291. The RIAA lodges similar complaints against songwriters, arguing that

"[t]he 'risks'aken by songwriters also do not compare to those of the record

companies." RIAA PFF 'j[ 1338. Once again, this argument fails to account for the
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substantial evidence, provided by the songwriters ~themselves, to the contrary. Numerous

songwriters testified that they face substantial risks that are Unavoidable in today's music

industry. As Mr. Galdston put it, "[i]n choosing tb bb a Songwriter, I chose to live with

certain risks. Beginning with the most basic, in writing a song, there is a risk that it mill i

not be recorded by an artist or licensed by a record labels Even if the,song is recorded, it

may not be released. If it is released, it may not be successful. If my songs are not

successful, I may not have any income to provide: for'. my family.": Galdston: WDT: (CO

Trial Ex. 4) at 4-5.

292. In attempting to group all songwriters together in this way, the RIAA also

disregards the fact that different songwriters face different levels of risk, depending on

the type of musical works they create. The risks faced by classical composers, especially

concerning investments in time and effort, are in many respects greater than those faced

by other songwriters, as Stephen Paulus, a composer of operas and other "serious" music,

testified. According to Mr. Paulus, "on average, it takes [him] 13 to 14 months to write a

full opera," followed by months of work with an opera company to perfect the work. i

Paulus WDT (CO Trial Ex. 7) at 6. Despite his tremendous effort, Mr. Paulus explained

that his mechanical royalty revenues are quite low and that when it comes to mechanical

royalties, "every penny... counts." Id.

293. Mr. Paulus testified that for classical composers, who often write lengthy '.

works (such as operas), the current mechanical rate does not provide sufficient

compensation. When asked to explain why he felt the mechanical royalty rate should, be

increased, Mr. Paulus explained that

I just think we work long and hardi onithese compositions
and an opera can take anywhere from 13 to 14 months to
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four years some take longer and it just gets more involved.
... An increased mechanical rate would give us some
remuneration for our hard work and allow us to propagate
our works out to the public. It is extremely important.

1/31/08 Tr. at 915-16 (Paulus). The Copyright Owners'roposal addresses the additional

risks made by writers such as Mr. Paulus by adopting a "greater of'tructure based on

the playing time of a musical work. This "overtime" rate provides needed incentives to

keep classical composers, among others who write works that are longer than the

traditional pop song, from leaving the profession.

294. The RIAA attempts to minimize the importance of the risks songwriters

face by arguing that "[1]ong after the song has been written and recorded, the songwriter

and his or her heirs will continue to receive substantial income from that song." RIAA

PFF 'g 515. But record companies enjoy the same benefits. Once they have created a

successful sound recording, they will continue to receive royalties from the exploitation

of that sound recording for the same period of time provided for by the Copyright Act as

the Copyright Owners do. Indeed,.as a number of DiMA witnesses have testified, record

companies are experiencing a resurgence in sales of older catalog works through various

digital services, thereby allowing them to earn royalties on their sound recordings long

after they were first recorded and distributed as well. See 2/25/08 Tr. at 4252 (Cue)

(explaining the Long Tail phenomenon and noting that "a large portion of our sales

[through the iTunes Storej comes from older songs").

295. The RIAA also claims that songwriters are able to minimize the risks they

face by participating in other aspects of the music business or only writing songs on a

part-time basis. RIAA PFF 'g 520-21. But the RIAA's argument turns the songwriter

testimony on its head. Songwriters do not perform, produce, tour or work as back-up
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singers because they prefer to; they participate in those other activ:ities, in many

instances, because of the risks they face as songwriters, and more specifically, because

they face great difficulty making a living through songwriting alone. Mala Sharp

described this situation particularly well: "In addition to writing songs (for myself and

others), I also sing my own material. Although I enjoy performing, songwriting is where

my heart is. Generally, I split my time equally between writing songs for myself and

writing songs for the purpose of pitching them to artists. Because I cannot surviveon'ongwritingincome alone, I have had to participate in many other aspects of the music

business to stay financially afloat." Sharp WBT (CO Trial Ex.i 6) iat 1.-2; see alsoCO'FF
g 225.

296. Although the RIA A. touts the fact that many songwriters "multi-task"

within the music industry,:in fact, many songwriters believe that not being able to focus

on their songwriting full time negatively affects the quality 6f the musical works they

produce. See Bogard ViTDT (CO Trial E',x. 2) at 8 (testifying that when splitting time 'betweenworking at creating songs and working to pay 'the'bills, the creative output

suffers"); Sharp WDT (CO Trial:Ex. 6) at 7 (noting that i" [i]t is extremely difficult, if lnot

impossible, for songwriter. to produce qua]ity songs twhen they are focused on how to

pay the bills"); see also CO PFF 'g 226.

297. Moreover, at bottom, the RIAA's attempts to use a comparison between

the investments made or risks taken by songwriters with those of the record companies is

as flawed as that attempted between the record companies and imusic publishers. See

supra Section 1V.F. Songwriters are not record c6mganies, and they inherently make a

dramatically different contribution to the creative process and the music industry. Those
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differences, however, do not make the contributions of songwriters any less valuable, nor

do they justify a reduction in the mechanical royalty rate.

298. In particular, the RIAA emphasizes that "[s]ongwriters do not have costs

anywhere in the ballpark of the expense of record companies, or even music publishers."

RIAA PFF g 517. As explained above, attempting to compare costs as a measure of

ultimate worth of the creative contribution is useless. The RIAA's primary support for

these claims comes from Steven Wildman, who, in fact, identified a major cost faced by

songwriter—the opportunity cost of being a songwriter. 5/13/08 Tr. at 6005 (Wildman).

299. The RIAA attempts to minimize such costs, but a number of songwriters

explained just how great these costs could be. As Mr. Galdston testified, "[e]ven though

I write many songs and have achieved great success, the way I am principally

compensated—namely, through mechanical royalties—means that it is highly unlikely

that I will ever make as much money as I would have had I chosen another career."

Galdston WDT (CO Trial Ex. 4) at 4.

300. In fact, the risks and costs of a songwriting career have, of late, become

too great for a number of established, successful songwriters. Ms. Shaw described a

number of songwriters who have left the profession because songwriting is no longer

sufficient to provide for their families. 1/30/08 Tr. at 827-28 (Shaw). Despite such

testimony, the RIAA claims that "there is absolutely no evidence that there currently is a

shortage of songs or songwriters. RIAA PFF 'g 1163; see also id. '][/ 52, 510, 640. For

the reasons described above, this claim is wrong.
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V. The Record Companies'elative Contributions Are Not Greater Than
the Copyright Owners'ontributions ~

301. Having denigrated the contributions made and risks taken by music

publishers, the RIAA exaggerates the contributions made and risks taken by the record

companies. Once again, the RIAA's claims are wholly lacking in evidentiary support.

A. Recordings Are Not More Scarce Than Songs

302. As an initial matter, the RIAA's contention that "there is no shortage of

songs—only a shortage of artists and record companies to record, 'promo'te, 'and diStribute

them," is completely devoid of factual support. RIAA PFF $ 1275. Not a single record

company executive—from a major or independent label—'estified ab'out suCh d. shortage

at trial. With respect to artists, the only testimony that the RIAA offered—that the major

record companies were purportedly cutting artist rosters, see, e.g., id. Q 207-09—is

inconsistent with a dearth of recorded artist talent. To the contrary, the evidence clearly'howsthat there are abundant artists: Professor Teece testified that 32,000 CDs ar'

released each year. See RIAA PFF $ 619.

303. Nor is there a shortage of record companies. The record industry is not

comprised solely of the four major record companies. As Glenn Barros, CEO of

Concord, testified, "[t]he recorded music industry is comprised ofcompanies of widely'aryingsize and business models, including the four ~major record companies and

numerous independent record companies...." Barros WDT (~RIAA'Tri'al Hx. 74) at 5

(emphasis added). In fact, "independent releases account for 80-85 percent of the total of

albums released each year." Id. at 6.
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B. The RIAA Exaggerates the Record Companies'ole in
the Creative Process

304. The RIAA's claims concerning the record companies'ontributions to

making creative works available to the public are overstated and find no support in the

facts. First, the RIAA asserts that record companies today play a bigger role than the

music publishers in the actual writing of songs, as a result of the rise of the singer-

songwriter. See RIAA PFF $ 1278. But there is no evidence in the record that the "rise

of the singer-songwriter" is a new phenomenon. Indeed, in the 1981 mechanical royalty

procee&Hng, the RIAL made the exact same argument to the CRT about singer-

songwriters as it makes to the CRJs today. 1981 CRT Determination, 46 Fed. Reg.

10466, 10472 (Feb. 3, 1981) ("[Ajccording to the recording industry, the songwriter

continues to make a significant contribution, but the role of the music publisher has

declined, and this has been caused by the growing importance of the singer-songwriter

and the controlled publisher.").

305. In any event, in support of its argument that the role of music publishers in

songwriting is dwindling, the RIAA relies first on Professor Teece, see RIAA PFF

'J[ 1279, who clearly has no special expertise concerning the role played by music

publishers in the creative process. Although Professor Teece offered his opinion on the

role of publishers, he conceded that he had formed that opinion without speaking to a

single music publisher. 2/19/08 Tr. at 3764 (Teece) ("I didn't interview any music

publishers."). His conclusory assertion, lacking any factual basis, deserves no weight and

ignores the contrary testimony of each of the music publisher and songwriter witnesses.

See, e.g., CO PFF gg 317-23 and supra Section 1V.E. Nor does the record support the

self-serving testimony of record company executives, such as Mr. Kushner, who claim
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that artists often write songs under the supervision of record company A&R departments

and that publishers "are now almost entirely passive." RIAA PFF 'j[ 1282. The record. is

replete with examples of how the music publishers provide critical creative support to

songwriters. See, e.g., Faxon WDT (CO Trial Ex. 3) at 9; Robinson WDT (CO Trial

Ex. 8) at 19-20; Peer WDT (CO Trial Ex. 13) at 8-11; Firth WI)T (CO Trial Ex. 24) at

12-14.

C. The RIAA Exaggerates the, Record Companies'fforts
to Market and Distribute Sound kekorlin'gs'06.
A review of the, record reveals that the RIAA also exaggerates its

members'arketing and promotion investments. Although the RlAA asserts that

marketing is an "enormous expense," and one that is becoming "more challenging thah

ever," RIAA PFF g JI.298, according to Mr. Benson's analysis, the majors'arketing

costs—notwithstanding that record companies are engaging in a variety of new types of

online marketing activities—have declined significantly in decdnt peat.s, both in. nominal

dollars and as a percentage of revenue. See RIAA PFF P[ 219, 200 and Figs. 8, 9

(marketing costs have decli.ned from $ 1.153 billion in 2001 to $824 million in 2006, a.

drop from 21.9% of revenue to 17.0%).

307. The record companies'anufacturing and distribution costs have fallen

too. Although the RIAA claims that physical manufacturing and distribution creates

"significant costs," and that digital distribution creates "no less expense," RMA PFF

'jl'J[ 1311-12, the evidence is to the contrary. As explained above, the major record

companies'anufacturing and distribution costs have plummeted in recent years, due to

declining physical sales and the efficiencies of digital distribution. There is

overwhelming evidence in the record—both testimony from record company executives
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and record company documents—showing that digital distribution leads to "less

expense." Indeed, it is virtually costless. See CO PFF @ 424-33; CO Trial Exs. 19-21.

308. Although the RIAA accuses the Copyright Owners of not contributing to

the record companies'fforts to create, promote and distribute sound recordings—

asserting, for example, that "[p]ublishers have no role in marketing, providing no money

and no suggestions," RIAA PFF $ 1310—there is no legitimate reason why music

publishers and songwriters should perform such functions. Simply put, music publishers

and songwriters do not have such responsibilities because they are not in the recorded

music business. Indeed, the RIAA's argument boils down to the illogical complaint that

music publishers and songwriters are not record companies.

309. In sum, although the record companies no doubt make contributions to the

process of making creative works available to the public, the RIAA's claims that the

Copyright Owners make no valuable contributions are belied by the record, which

demonstrates the enormous contributions of the music publisher and the songwriter in the

creation of the song, the core component of sound recordings distributed to the public.

D. The Copyright Owners'ther Revenue Streams A.re
Irrelevant, and Not Due to the Record Companies'nvestments

310. Not content with improperly accusing the Copyright Owners of not

sharing in the record companies'RR, marketing and distribution costs, the RIAA

alleges that music publishers* and songwriters'ther revenue streams are "largely the

result" of such investments—another claim unsupported by the record. RIAA PFF

Q 1344. To begin with, as discussed in the Copyright Owners'eply Proposed

Conclusions of Law, the Copyright Owners'ther sources of revenue are irrelevant as a

matter of law, and should receive little or no weight in this proceeding. Even if the
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Copyright Owners'ther revenue streams are considered, the RIAA has not established

that the record companies'fforts are responsible for these i'evenues. Take

synchronization royalties, for example. As RIAA witness Scott Pascucci testified, there

are occasions when a music supervisor or'producer "wants to use a particular song in his'roject...because the lyrics lend special meaning to a scene or theme of the project."

RIAA PFF $ 851. Thus, the music supervisor or producer may choose between one of

several alternate recordings, seeking a lower price. See id. In such situations, it is clearly

the songwriter's contribution of unique and memorable lyrics that drives the value ofthe'usical

composition—not the record company's investment in a particular sound

recording.

E. Record Companies Are Not Technology Innovators

311. Nor is there is a stitch of evidence in the record to support the RIAA's

contention that "[r]ecord companies are technology innovators." RIAA PFF $ 1349. ITol

the contrary, by all accounts—including their own documents—the record companies

were reluctant entrants into the digital music business. See H. Murphy WDT (CO,'Trial'x.
15) Ex. COA 700 at RIAA 18076; RIAA Trial Ex. 9 at 4032291.

312. As the Copyright Owners showed in their Proposed Findings of Fact,

instead of embracing the digital distribution of music at its infancy, the record companies

resisted digital transformation, with damaging results. CO PFF Q 363. Illegal file-

sharing exploded across the Internet in 1999, but the record companies did not launch

their own legitimate digital music services until 2001'. See Id. Q 365, 367. These.

subscription services—which were "doomed to fail,'~ according to Mr. Munms proved 'nattractiveto consumers because they had limited catalogs and because they featured a

rental rather than an ownership approach to music. See id. $ 368-70; 2/26/08 Tr. at 4754
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(Munns); 2/4/08 Tr. at 1166-67 (Enders). In 2002, Apple approached the majors and

pitched a permanent download model, but the majors initially refused to license their

catalogs to Apple, stubbornly pursuing the subscription services consumers were steadily

rejecting. See CO PFF 'g 373-74. All the while, piracy became more pervasive. See id.

313. As for the record companies'echnological investments, the RIAA has not

quantified—as it cannot—the purported "significant" cost of these investments. RIAA

PFF $ 329. Its Proposed Findings of Fact list a variety of contributions to systems that

supposedly are necessary for digital distribution on an industry-wide basis, largely taken

from the testimony of David Hughes, a former Sony executive and current Senior Vice

President of Technology for the RIAA. See RIAA PFF Q 1356-71. Consistent with

Mr. Hughes'rial testimony, other than stating that such systems cost "many millions,"

the RIAA does not provide any precise estimates of these expenses. At trial, Mr. Hughes

admitted that his testimony did not contain concrete information on such costs:

Q: In fact, in your witness statement you don't quantify the
amount that any of the... record companies have spent on
technology either, do you?

A: Well, I have said that my estimate is, you know, many
millions of dollars.

Q: Nothing more precise than that? Is that a no?

A: Nothing more precise than that appears in my
testimony, no.

Q: And apart from saying many millions, you did not
distinguish between capital expenditures and operating
costs for technology, did you?

A: No, Ididnot.

2/20/08 Tr. at 4086 (Hughes).
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314. With respect to individual record cbmganies,l thb vast majority of

examples of the purported "high infrastructure development costs" of digital distribution

offered by the RIAA are based solely on the experience of EMI, and these illustrations

are almost entirely based on EMI's global business, rather than its'U.S. oper'ations.'ee 'enerallyRIAA PFF g[ 329-42, 1353-54. But EMI—which has sunk to only 6'arket
share—is a poor vessel for illustrating the alleged condition of the entire recorded music

industry. Further, even though the RIAA offers anecdotal testimony from Messrs. Munns

and Finkelstein, see RIAA PFF Q 331, 333-40, it has failed to quantify what the %cord 'ompanieshave spent on their digital supply chains.

315. And the costs that the RIAA does quantify are far from significant. As'iscussed
above, the RIAA asserts that EMI invested approximately

capital expenditures for digital distribution in the U.S. from 2002 to 2006, RIAA PFF'

1353, but this is an insignificant amount given that EMI's North American revenues

exceeded in 2006 alone, Benson WIIT g~ Tgal gx. ,'82) at 43. A)though

the RIAA presents additional information about EMI! s capital and operational

expenditures for information technology, these costs are incurred on a global basis, and

are, as Mr. Finkelstein admitted, supported by " ." 2/13/08 Tr. at 3203 (C.

Finkelstein). Mr. Finkelstein further testified

316. The same infirmities plague the Sony BMG digital distribution cost data

on which the RIAA relies. The RIAA claims that Sony BMG "has spent more than $200

million over five years investing in the transition to the digital age." RIAA PFF $ 1352.
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The RIAA also notes that "[i]n 2006, Sony BMG spent over [~ million to manage its

existing digital collection and continue to digitize new music." Id. According to

Mr. Wilcox's witness statement, this is a "company-wide" number. Wilcox WDT (RIAA

Trial Ex. 70) at 19. In any event, this cost is miniscule compared to Sony BMG's 2006

total revenue, which totaled over $Q billion for North America alone. Benson WRT

(RIAA Trial Ex. 82) at 44.

317. The RIAA's purported excuse for its failure of proof—that "quantifying

[digital] costs for the record companies has proven difficult," RIAA PFF $ 342—deserves

no credit. The RIAA could have introduced additional evidence with regard to the cost of

digital supply chains—particularly costs for the U.S. majors—but it did not.

318. Finally, even if the RIAA had calculated the amount that record

companies have spent on digital distribution—which it has not—such investments do not

deserve special consideration in this proceeding. They are merely the digital equivalent

of physical distribution costs, such as the expenses associated with trucks for shipping

and warehouses for storing CDs. The costs of establishing a digital supply chain are

simply the price of admission to the recording industry in the digital age, and are not a

ground for lowering the mechanical royalty rate.

F. The RIAA Overstates the Magnitude of The Record
Companies'ommitment to Anti-Piracy Activities

319. Although the RIAA claims that record companies have made a "massive

expenditure of funds" to confront the problem of piracy, RIAA PFF $ 266, the RIAA is in

fact spending less than one-quarter of one percent of the recorded music industry's total

wholesale revenue on a yearly basis to fight piracy.
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320. The math is simple. The RLAA claims that the ISA's anti-piracy

campaign has only cost "$ 174 million between 2000 ~and 2006„or an average of about

$25 million [per year]." Id.. 'g 267. According to the RIAA, in 2006, the total dollar value

of U.S. recorded music sales was $ 10.9 billion. Enders WDT (CO Trial Ex. 10) at 8 n.5.

Thus, for the year 2006, the RIAA spent approximately 0.23% of the industry's total

wholesale revenue on fi.ghting the problem that the record companies claim is decimating

their revenues.

321. With regard to the amount that;ind:iviclual record companies spend on &ti)-

piracy efforts, the RIAA again prtovides information for only two of the majors—EMI

and Sony BMG. Seto RIAA PFF tg 1407. According 'to the RIPhA, EMI spent g
~not even gg percent of its total U.S. revenues—on such effort. in 2006.

Similarly, the RIAA claims that Sony BMG spent $N milhon in 2006 on an anti-pir)cy

program—approximately /QQQgg percent of Sony BMG's total revenues for

North America for that yeatr. See id.; Benson WRT (RIAA Trial Ex. 82) at 43 (EMI

North America financial information), 44 (Sony BMG North America financial

information).

G. T)he RIAA Exaggerates the Record Companies'echanica)l

Li.censing Efforts

322. The IUAA also contends that record companies'ontributions include ~the~

"administration of mechanical licenses," and claims this "is a labor-inten.sive enterprise

that requires major investments by record companies." RIAA PFF 'J[ 1415. These

arguments, too, lack merit.

323. First, the RIAA complains that record'companies "must obtain a separate

license for each format or configuration .. „ for each recording." RIAA PFF $ 1416. But
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this is simply because, as RIAA witness Andrea Finkelstein has acknowledged, the

Section 115 license is not a blanket one that covers the entire repertoire of musical works.

2/14/08 Tr. at 3371-72 (A. Finkelstein). All that the record companies are doing is what

the statute requires.

324. Next, to the extent that the RIAA complains that "[a]dministering

mechanical licenses is expensive," it has failed to offer proof. RIAA PFF 'g 1417. The

RIAA puts forward examples from only one company, Sony BMG, and they show

costs—$3 million per year for salaries for employees in two departments, $3 million in

capital expenses over five years—that are insignificant in light of Sony BMG's revenues

for North America (over $Q billion in 2006). See /d.; Benson WRT (RIAA Trial

Ex. 82) at 44. (Notably, the RIAA claims that the Copyright Owners bear the costs of

mechanical license administration when that position suits the purposes of its flawed

benchmarks. RIAA PFF g 627.)

325. Finally, although the record companies may engage in mechanical license

administration, the Copyright Owners do the same thing, and more of it. For example,

HFA administers over 13.9 million licenses, has over 1.9 million songs in its catalog

available for licensing, and issued almost 1.52 million mechanical licenses in 2007 alone.

See CO PFF 'J[ 105. HFA's expenses totaled approximately $25.8 million for 2007 alone,

and these costs do not include the amounts that individual music publishers expend for

mechanical license administration. See CO Trial Ex. 12B.

H. The RIAA's Arguments About Risk Lack Merit

326. Regarding the record companies'lleged high risk, the RIAL—without

ever acknowledging the record companies'ecent record profitability and forecasts for

continued success in the digital era—contends that the record companies'reat risk is
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reflected in the supposed "significant volatility in their profit margins," 1UAA PFF

'J[ 1324. No support is cited, however, for the RIAA's bald assertion that a high of

positive 8.5% and a low of negative 0.4% constitutes "significant volatility" for thi.s

industry. Although the RIAA again trots out EMI, this time as an example of "margin

instability" "[o]n an individuajl. company basis," id., EMI's financial concerns, as noted

repeatedly above,, are not representative of the conditiion of other recorded music

companies, due to, among other things, plunging market share, poor management, out-of-

control spending and high return rates. See supra Section 11. Simply stated, the record

evidence shows that record company profitabihty is far from volatile. It is instead at its

most stable in over 15 years. See id.

327. And, to the extent that the RIAA complains that "that it is incredibly

difficult to predict which ajtists or sound recordings will be successful," the RMA admits

that "the record business has always been risky." ~ PFF pi 1326. As for. the

supposed "new" risks faced by the record companies—piracy, disruption in the retail

environment and "cannibalization of higher-reven'ue CD'al'es by digi'tal singles"—th&

evidence shows that these Asks affect record companies and the Copyright Owners

equally. As discussed above, witnesses for the Copyright Owners testified at length

about how these risks impact their businesses. See, e.g., CO PFF g'][ 236-38, 240. And

numerous RIAA witnesses conceded that factors such as piracy affect both copyright

owners and copyright u,sers in sinular fashion. See i''. '][ 239.
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VI. Professor Landes's Economic Analysis, Proposed Benchmarks and
Empirical Work Are Sound

A. Overview

328. Virtually the entirety of the rebuttal cases of the RIAA and DiMA was

devoted to attacking the economic analysis and benchmarks put forward by the Copyright

Owners'rincipal economic expert, Professor Landes. The criticisms fall into three

general categories. First, the RIAA and DiMA claim that Professor Landes's theory is

either wrong, as a matter of economics, or inconsistent with this Court's precedent.

Second, the Copyright Users attempt to undermine Professor Landes's mastertone and

synchronization benchmarks. Third, the RIAA and DiMA each take issue with empirical

studies performed by Professor Landes that show the need for a rate increase. As set

forth below, the RIAA and DiMA are wrong on all counts: Professor Landes's analysis

is rooted in sound economic theory, consistent with this Court's precedent and provides

the Court with the only benchmarks from independent markets that can be used as a basis

for a statutory mechanical rate. Further, all of the objections raised by the RIAA and

DiMA with respect to Professor Landes's empirical work are meritless.

B. Professor Landes's Economic Analysis is Consistent
with this Court's Precedent

329. In their failed effort to discredit Professor Landes, the RIAA and DiMA

fundamentally mischaracterize the economic underpinnings of his work. DiMA claims

that Professor Landes's economic framework is inconsistent with Section 801(b), even

though his approach tracks almost precisely the method for setting a rate that has been

explained in this Court's precedent. The RIAA and DiMA wrongly assert that he

undertook a "surplus analysis" such as those that have been previously rejected by this

Court when, in fact, he did not. They argue that the breadth of Professor Landes's range
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of reasonablenes, renders it implausible on its face when, in fact, I?rofessor Landes has

himself pointed out the reasons why a rate at the high end of his range should not be i

adopted. And the RjlAA and DiMA both maintain that Professor Landes has advocated'he
"bargaining room" theory rejected by the Copyright.Royalty Tribunal in 1981, when

he has expressly disclaimed it,. See Landes WDT (Co Tidal Ex. 22) at 29; 2/11/08 Tr. at

2592-97 (Landes).

1. Background on Professor Landhes's Content Pool
Analysiis

330. The Copyright Owners'?roposed Findings of Fact discuss at length

Professor Landes's methodology for deiiying and analyzing benchmarks, and his method

for assessing the Copyright Owners'ate proposal against those benchmarks. See CO

PFF 'g 481-556. We suminarize some of the key elements of I?rofessor Landes's

benchmark analysis here.

331. Professor Landes sought benchmarks that are rooted in competitive

markets in which. users of music must acquire the rights to ipse both copyrighted sound

recordings and musical compositi.ons that have been recorded. Landes WDT (CO Trial

Ex. 22) at 22-23. Professor Landes explained that the most probative benchmarks arise

from voluntary market transactioi.s, which provide critical i.nformation regarding market

participants'illingness to buy and sell. Id. at 22-23; see also Landes WRT (CO Trial

Ex. 406) at 28. Prices that are the result of voluntary market transactions tend to promote

economic efficiency. 2/7/08 Tr. at 2078 (Landes). They also provide incentives for the

creation of new works, take account of the returns that both buyers and sellers expect'to'eceivefrom the transaction, and refllect differential costs that the parties to the

transaction may have. Id. at 2169-7 jl.; see also Landes WDT (CO Trial Ex. 22) at 19.



332. Critically, Professor Landes's benchmarks involve transactions that occur

outside the scope of the Section 115 statutory license and are thus uninfluenced by the

statutory rate at issue in this proceeding. Landes WDT (CO Trial Ex. 22) at 22-23. The

goal in identifying appropriate benchmarks is, as Professor Landes explained, to

"discover rates that are the result of interactions between buyers and sellers and not the

product of a statutory rate." 2i7i08 Tr. at 2080 (Landes). Benchmarks that fall within

Section 115, or that are not independent of the statutory license, clearly fail this test and

are of limited (if any) value when setting a rate for the Section 115 license itself. See id.;

see generally CO PFF 'jIII 675-98. Because the rights at issue in this proceeding involve

the distribution of musical compositions embedded in sound recordings, an appropriate

benchmark provides information regarding the relative valuation of the musical

composition and sound recording when both rights are free from the constraint of a

statutory license. See Landes WDT (CO Trial Ex. 22) at 23, 25; see also Landes WRT

(CO Trial Ex. 406) at 28-29; 2i7/08 Tr. at 2078-80, 2083-84 (Landes).

333. Applying his criteria, professor Landes identified two principal market

benchmarks free of the influence of a compulsory license in which copyright users obtain

the rights to both sound recordings and the underlying song—the mastertone market and

the synchronization license market—that he used to derive a "range of reasonableness"

for appropriate mechanical royalty rates. Landes %'RT (CO Trial Ex. 406) at 28-29.

Professor Landes further found that the Audio Home Recording Act, 17 U.S.C. g$ 1001-

1010 (2008), which divides royalties from the sale of certain digital recording devices

between the copyright owners of musical compositions and sound recordings, provided

additional corroboration for his range of reasonableness. Landes WDT (CO Trial Ex. 22)



at 24. All of Professor Landes's benchmarks involve the same sellers (the copyright

owners of musical composiitions) selling the same rights (the right to exploit musical

compositions) as those at issue in this proceeding. Sde L,andes %9T '(CO Trial Ex. 22) at.

23.

334. Professor Landes concluded that reasonable royalties under Section 115

for the Copyright. Owners should fall within a range 6f agprbximately'0'o 50% of the

total license fees paid for the musical. composition'nd the sound recording. Landes

WDT (CO Trial Ex. 22) at 25-26. Professor Landes referred to the sum of these license

fees as the "content pool." Id. at 25.

335. The low encl of Professor Landes's range was based on market

transactions for mastertones, in which he found that Copyright Owners typically receive

at least 20% of the content pool. See CO g][ 491-507; Landes WDT (CO Trial Ex. 22) at

24-25. The upper bound of Professor Landes's range was based on market transactions

for the sale of synchronization and master use licensees, in which he found that

Copyright Owners almost always receive 50% of the conterIt pool. See CO PFF gg 531-

35; Landes WDT (CO Trial Ex. 2.2) at 23-24. The Audio Home R~ecording Act provided

corroboration for Profe, sor Landes's range of reakonhblkneks because, it providesthat'opyright

Owners receIive one-third of the royalties collected from the sale of specified

digital recording devices. See CO PFF 'II'$ 541-42I Ldndbs %DT (CO Trial Ex. 22) at 24..

336. Applying his benchmarks, Professor Landes analyzed the Copyright

Owners'roposed rates by determining the share bf the I:ontent pool they would receive

under their rates for physical phonorecords,, permanent downloads and ringtones. See CO

PFF g$ 546-50 (physical phonorecords), 'I 551-53 (permanent do wnloads), Q$ 554-56
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(ringtones). He concluded that, in all cases, the Copyright Owners'roposed rates would

provide them with a share of the content pool that fell at the low end of the range of

reasonableness he derived based on free-market transactions. See CO PFF g'g 546-50

(physical phonorecords), 551-53 (permanent downloads), 554-56 (ringtones); see also

Landes WDT (CO Trial Ex. 22) at 46; Landes WRT (CO Trial Ex. 406) at 22.

Accordingly, Professor Landes concluded that the Copyright Owners'roposed rates are

all consistent with a sound economic interpretation of the four statutory factors contained

in Section 801(b) of the Copyright Act.

2. Professor Landes's Analysis is Consistent with
Section 801(b) and this Court's Precedent

337. In its principal attack on Professor Landes's approach, DiMA argues that

Professor Landes's reliance on marketplace benchmarks for setting a statutory rate does

not comport with Section 801(b) and the four statutory factors therein. DiMA PFF

'g 274-76. In fact, as the Copyright Owners'roposed Conclusions of Law showed,

Professor Landes's economic interpretation of Section 801(b) is entirely consistent with

the way those factors have been interpreted in previous cases. See CO PCL gg 68-73;

338. Professor Landes's treatment of marketplace benchmarks as central to a

determination of a "reasonable" rate under Section 801(b) comports with this Court's

precedent. See CO PCL g$ 25-44. This Court recently reaffirmed the primacy of

marketplace benchmarks in the SDARS proceeding, explaining that a "reasonable"

royalty rate under Section 801(b) should "begin with a consideration and analysis of

[marketplace] benchmarks." 73 Fed. Reg. at 4084. Professor Landes constructed a

"range of reasonableness" that is on all fours with this Court's marketplace benchmarks

and "zone of reasonableness." See id. at 4094.
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339. A, Professor Landes also explained, the first Section 801(b) factor, which

states that the mechanical rate should "maximize the availability of creatIive works to the

public," can be satisfied by benchmarks derived from. market rates. 2/7/08 Tr. at 2170

(Landes). His economic interpretation of tins factor is consistent with this Court's

precedent. See CO PCL 'J['j 69. Ordinarily, as the Court has explained, the maximization

of creative works will be achieved by the same process that identifies market

benchmarks. SD.4', 73 Fed. Reg. at 4094-95.

340. The second Section 801(b) factor provides that copyright owners should

receive a "fair return" for their creative work and that copyright users should receive a

"fair income under existing economic conditions." Professor Landes 'explained that

market rates will take account of both sellers'nd buyers'xpected returns. 2/7/08 Tr. at

2170 (Landes). Such rates also ensure that creators have incentives to produce new

works and that u. ers maintain incent:ive, to distribute works to the public. Landes WDT

(CO Trial Ex. 22) at 18. Here,, too, Professor Landes's econorrdc interpretation of the

factor accords with this Court's interpretation. Sed CO lI'CL g 70; see also SDARS, 73

Fed. Reg. at 4095.

341. The third Section 801(b) factor indicates that statutory rates should

"reflect the relative roles of the copyright owner and the copyright user in the product

made available to the public." Professor Landes described how copyright owners'nd

users'elative rojles are refjlected "'in the competitive tnatkets themselves because to the

extent there are differential costs, that would show up in the rates negotiated in a market."

2/7/08 Tr. at 2171 (Landes); see also Landes WDT (CO Trial Ex. 22) at 20. Thus, as a

matter of economics, the third factor can be satisfIIed with the establishment of rates
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derived from market benchmarks. This is precisely how this Court and other tribunals

have approached the issue. See CO PCL 'j['g 71; see also Amusement ck Music Operators,

Ass'n v. Copyright Royalty Tribunal 676 F.2d 1144, 1157 (7 Cir. 1982); Webcasting II,

72 Fed. Reg. at 24092.

342. Finally, the fourth Section 801(b) factor counsels that rates should

"minimize any disruptive impact on the structure of the industries and on generally

prevailing industry practices." As this Court has explained, marketplace considerations

alone cannot address this factor. A rate can be disruptive "if it directly produces an

adverse impact that is substantial, immediate and irreversible in the short-run." SDARS,

73 Fed. Reg. at 4097. Professor Landes's economic interpretation similarly recognized

that market rates alone will not address this factor. For instance, a dramatic change in

rate structure may lead to a disruptive impact on the industry that should be avoided. See

Landes WDT (CO Trial Ex. 22) at 21. And Professor Landes acknowledged that even a

rate within the market-derived range could be disruptive if it led to undue bargaining

beneath it. 2/7/08 Tr. at 2114, 2254 (Landes); 2/11/08 Tr. at 2345 (Landes).

343. Thus, DiMA's claim that Professor Landes has disregarded the

Section 801(b) factors is not borne out by his testimony. In fact, his economic

interpretation of the four factors tracks exactly how they have been treated in this Court's

precedent.

3. Professor Landes Did Not Conduct a "Surplus
Analysis"

344. In an effort to discredit Professor Landes's content pool analysis, the

RIAA argues that he conducted a "surplus analysis" of the sort that has been rejected by

this Court twice before, in the Webcasting II and SDARS proceedings. RIAA PFF
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'g 816-818. This claim is untrue, as a straightforward review of the rejected surplus 'nalysesshows.

345. In both the SDARS and Webcasting II proceedings, the record companliesl

sought to buttress their rate proposals by presenting estimates of the share oflicensees'evenues

for the services at issue and then allocating a share of total content costs

between copyright owners and users based on a bhrgkinilng i'atib oi'bdel. See'SDARS,

73 Fed. Reg. at 4092; Webcasting II, 72 Fed. Reg! at 124092! 'Ihere are critical

differences between Professor Landes's content pool analysis and:the surplus analyses

previously proffered by the record companies,

346. Most importantly, the surplus analyses in'both cases were premised on

theoretical rather than market-based assumptions about how the parties should divide

revenue. See SDARS, 73 Fed. Reg. at 4092; Webcasting II, 72 Fed. Reg. at 24092. For

example, the Brynjolfsson surplus analysis offered in the%ebcasting II proceeding

proposed an allocation of revenue on what this Court noted was "a questionable

assumption"—namely, that there should be a 75% licensor to 25% licensee ratio in

bargaining power. 72 Fed. Reg. at 24092. As this Court noted, there was "[n]o

evidence" from the market to support that assumption. Jd. Similarly, the Pelcavits

surplus analysis in the SDARS proceeding relied on a cooperative game theory'model to

divide surplus, and as the Court observed, there was no reason to believe such a model

corresponded to the real world. 73 Fed. Reg. at 4092. K both 'cases, this Court

concluded that the analyses relied on "unsupported assumptions about market behavior."

Webcasting II, 72 Fed. Reg. at 24092; SDARS, 73 Fed. Reg. at 4092.
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347. Professor Landes's content pool analysis is fundamentally different

because it rests on actual market transactions from the mastertone and synchronization

markets, not on hypothetical numbers derived from bargaining or game theory. His

benchmarks are derived from robust data concerning what Copyright Owners actually

receive when they license their rights in conjunction with sound recording rights and

without the constraint of a compulsory license. Landes WDT (CO Trial Ex. 22) at 22-26.

He then analyzed the Copyright Owners'roposal to determine whether those rates

would provide the Copyright Owners with a share of the content pool that corresponded

to the range of reasonableness he identified based on the mastertone and synchronization

markets. Id. at 26-48. The ~'s effort to tie Professor Landes to the record

companies'iscredited surplus analyses is nothing more than an unsuccessful effort at

guilt by association.

348. In fact, only one expert in this proceeding has presented a surplus

analysis—Professor Wildman. And his analysis suffers from many of the infirmities that

has led this Court to reject prior surplus analyses. As explained further below, Professor

Wildman's surplus analysis is entitled to no more weight than the prior analyses that the

record companies have offered this Court. See infra Section VI.C.1.g..

4. The RIAA and DiMA's Concerns Over the
Breadth of Professor Landes's Range of
Reasonableness Are Meritless

349. The RIAA argues that Professor Landes's range of reasonableness—20 to

50% of the content pool—"is facially implausible" due to the "breadth of the range."

RIAA PFF $ 819. DiMA registers a similar complaint. DiMA PFF 'g 273. These

assertions, however, rest on a mischaracterization of Professor Landes's testimony.
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350. Professor Landes testified that setting a rate at the high end of his range of

reasonableness could create problems by introducing additiona~l transactions costs into the

market as parties negotiate below the: statutory rate. See CO PFF )t 544; see also 2/7/08'r.
at 2114, 2254 (Landes); 2/11/08 Tr. at 2345 (Landes). Spe~ifi~ally, he stated that

such a rate would lead to "additional transactions costs that would be incurred as the

parties negotiate more toward a competitive rate," 2/7/08 Tr. at, 2114 (Landes), and that

"the transactions costs involved in licensing below the statutory rate, if the rate is

increased, is a factor to consider, along with the potential benefits which have to do with

additional rates, providing additional income to songwriters, creating additional

incentives to create new and valuable songs," id. at 2254 (Landes). Professor Landes

made clear that he vIiewed this as an.issue to consider under the fourth Section 801(b)

factor, which counsels that reasonable mechanical royalty rates should be set with aneye'oward
"minimizr ing] any disruptive impact on th@ sttructure of'he industries involved

and on generally prevailing industry practices." 2/11/08 Tr,, at 2595 (Landes). The

RIAA and DiMA's argument against Professor Landes's range of reasonableness ignores

this testimony.

351. Rather than deal fiurly w:ith Professor Landes's con.elusion, the RIAA

creates a straw man, claiming that Professor Landes would support as "reasonable"

mechanical royalties "set at both 10.5 cents and 26 cents." kIAA ~PF&' 820. But

Professor Landes nowhere endorsed a 26 cent rate. To the contrary, he clearly explained

the impediments to adopting such a rate: "the added ~costs Of dramatically changing the

rate could be substantial when you mov& to the very high end of the benchmarks."
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2/11/08 Tr. at 2345 (Landes). And, of course, the Copyright Owners are not sponsoring a

26 cent rate.

352. Finally, the fact that appropriate market benchmarks create a broad range

of reasonableness is not, in and of itself, a reason for rejecting their use in deriving a

statutory rate. In the SDARS proceeding, this Court adopted a "zone of reasonableness"

in which the top of the range (13%) was more than 5 times the lower bound (2.35%). 73

Fed. Reg. at 4094. The spread of Professor Landes's range of reasonableness is less than

half of that.

5. Professor Landes Has Not Advocated the
"Bargaining Room" Theory Rejected by the
CRT in 1981

353. The RIAA and DiMA both erroneously claim that Professor Landes

advocates the "bargaining room" theory that was rejected by the CRT in 1981. See RIAA

PFF 'II'J[ 1099-1105; DiMA PFF 'g 277-78. He does not.

354. In rejecting the "bargaining room" theory, the CRT concluded that "[a]

rate that is deliberately fixed above the level the market can bear—so that a lower rate

can be negotiated in the marketplace—cannot be 'reasonable.'" 46 Fed. Reg. at 10478.

The Copyright Owners have not proposed, and Professor Landes has not endorsed,

setting a statutory rate "above the level the market can bear." Rather, he testified that too

high a rate would increase transactions costs in the market because of the large amount of

bargaining that would need to occur to arrive at an appropriate rate. See 2/7/08 Tr. at

2114, 2254 (Landes); 2/11/08 Tr. at 2345 (Landes); see also supra Section VI.B.4.

355. Professor Landes did point out, consistent with the express conclusion

reached by the CRT, that the statutory rate acts as a "ceiling" and, therefore, should take

into account that there will be bargaining below but not above the statutory rate. 46 Fed.
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Reg. at 10482. Given these market dynamics, the danger of setting a rate too low is that

it would "reduce the financial benefits and hence incentives for composers to takethe'dditional

time and effort required to create new songs, even though users would value

those songs by more than the cost of creating them and be willing to pay more than the

statutory rate." Landes WRT (CO Trial Ex. 406) at 2; see also iLandes WDT (CO Trial

Ex. 22) at 16, 27. As Professor Murphy likewise explained, such a rate would "reduce

the number of songs being supplied" and "reducet] the quality of songs that,:would, bei

supplied." 5/19/08 Tr. at 6983 (K. Murphy).

356. Rather than taking a maximalist approach, Professor Landes opined that

the goal in setting a statutory rate should be to approximate an "average" rate that would'e
paid by parties in a free market if there were no compulsory license. Landes WD"S

(CO Trial Ex. 22) at 29; see also 2/11/08 Tr. at 2592-97 (Landes). The Copyright

Owners'ate proposal is consistent with these principles. See CO PFF 'g 543-56.

357. The RIAA also wrongly claims that Professor Landes's approach is

particularly inappropriate for DPDs because "parties may not negotiate below the

statutory rate." RIAA PFF $ 1100 (emphasis in oHgilnal). Thel argnient', 6 thb RIAA

well knows, is inconsistent with the statutory scheme, which precludes licensees from

postdate June 22, 1995. See 17 U.S.C. g 115(c)(3)(E)(i), (ii). It does not prevent

licensees from applying such clauses entered into.before that date. And, most 'mportantly,the statute does not outlaw the negotiation of reduced rates on mechanical

licenses for DPDs outside of the context of controlled composition clauses. See 2/5/08

Tr. at 1457 (Israelite); 2/14/08 Tr. at 3499-3501 (Kushner).
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358. Relatedly, DiMA argues that Professor Landes has failed to understand the

magnitude or nature of transactions costs in the market for HFA and direct mechanical

licenses, which (according to DiMA) inhibit bargaining. DiMA PFF g 287-89. The

points raised in DiMA's ad hominem attack on Professor Landes's purported lack of

knowledge merit little consideration. He demonstrated himself to be a fully informed

witness during his lengthy direct and cross-examinations at both trials. DiMA's

argument amounts to little more than a series of selective citations to Professor Landes's

testimony, coupled with inaccurate descriptions of what was said.
~ 4

359. Professor Landes testified at length about transactions costs in this

proceeding, and what he said has been borne out by independent record evidence. See,

e.g., Landes WDT (CO Trial Ex. 22) at 13-15; Landes %RT (CO Trial Ex. 406) at 37-39;

2/7/08 Tr. at 2112-14. As Professor Landes explained, the transactions costs in the HFA

and direct licensing market are low, which has facilitated discounting that is in the mutual

interests of Copyright Owners and copyright users. Landes %DT (CO Trial Ex. 22) at

13-15. The voluminous record evidence on this issue—which DiMA purports to cover in

a single paragraph, DiMA PFF $ 288—is consistent with Professor Landes's conclusions.

See CO PFF g 557-64; infra Section VI.C.l.d. Yet as Professor Landes has explained on

multiple occasions, it does not follow that a rate should be set artificially high on a

To take just one example: DiMA cites a portion of Professor Landes's testimony
that, it says, "confirm[s] that he has no knowledge of the transactions costs under the
compulsory licensing regime." DiMA PFF 'g 287 (citing.5/20/08 Tr. at 7279:17-
7280:14). In the testimony in question, Professor Landes simply explains that the
evidence does not suggest that the costs of compulsory licensing are particularly high.
See infra Section VI.C.1.a. Rather than address Professor Landes's point on the
merits, DiMA mischaracterizes his testimony in an attempt to show (without even
bothering to adduce evidence) that he is wrong.



"bargaining room" theory. See 2/7/08 Tr. at 2114, 2254 (Landes); 2/11/08 Tr. at 2345

(Landes)

C. Professor Landes's Benchrnarks Should Be Accepted by
this Court

360. Professor Landes's benchmarks from the ~mastertone and synchronization

markets, as well as t'e Audio.Home Recording Act, provide fully appropriate

comparators for setting a statutory mechanical rate. None of the arguments that have'een
levied against Professor Lan.des's benchn|arks provide any reason to reject them,

1. The Mastertone Benchma!rk is Sound

361. Professor Landes's mastertone ben'chrnark rests'on numerous voluntary

marketplace agreements. In particular, Professor Landes reviewecl and relied upon:

(1) nearly 200 agreements between six different music pubhshers and third-party sellers

of mastertones (either aggregators or cellular tkleI!!hohe dorkpanie&), CO PFF 'J['J[ 494-97;

Landes WDT (CO Tria Ex. 22) at 40; (2) agreem6ntj'6twhen redford companies and

third-party sellers of mastertones, CO PFF 'g 506-07; Landes WDT (CO Trial Ex. 22) at

46; (3) "New Digital Media Agreements" ("'NDMAs") between several musicpublish'ers'nd

major record companies that covered, among other rights, the licensing of musical

compositions for use in mastertones, CO PFF at '8 499-501; Landes WElT (CO Trial

Ex. 22) at 25 n.13; and (4) "standalone" licenses between publiishers and record

companies that cover mastertones only, CO PFF 'J[ 502. What these myriad agreements

reveal is that Copyright Owners typically receive approximately 20% of the contentp'ool'or

mastertones. See CO PFF gg 492-507; see 'also Landes WDT (CO Trial Ex„22) at 24-

25; 2/7/08 Tr. at 2091-2104 (Landes); Landes WRT (CO Trial Ex„406) at 36; 5/20/08 Tr.

at 7519-20 (Landes).
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362. The RIAA and DiMA have leveled a number of criticisms of the

mastertone benchmark. As set forth below, none is persuasive or provides any reason not

to adopt the benchmark here.

(a) The RIAA and DiMA Have Failed to Show that
Characteristics of the Mastertone Market Undermine
the Probative Value of the Mastertone Market

363. The RIAA and DiMA assert that the mastertone benchmark should not be

employed because the mastertone market is insufficiently similar to the market for

physical phonorecords and DPDs. First, the RIAA and DiMA claim that the ringtone

market has different demand and supply characteristics. The evidence does not back up

this claim. Second, the RIAA and DiMA argue that the mastertone market is populated

by only a small number of recordings, but the record shows the true breadth of

compositions licensed for mastertones. Third, the RIAL and DiMA assert that the

mastertone market was expected to be short-lived, but the evidence, again, contradicts

this claim. And finally, the RIAA argues that the mastertone benchmark is flawed

because mastertones are complements to, rather than substitutes for, physical

phonorecords and permanent downloads. But, as we show below, that provides no basis

whatsoever for rejecting the mastertone benchmark.

(i) The RIAA and DiMA Have Not Shown that
Supply and Demand Characteristics of the
Mastertone Market Differ Meaningfully from
the Markets for Physical Phonorecords and
Permanent Downloads

364. The supply and demand characteristics of the mastertone market do not

undermine the utility of the mastertone benchmark for setting a mechanical royalty rate.

365. First, the RIAA claims that music is generally "an emotional experience"

while ringtones are purchased merely to "signal[] the user to answer the phone." RIAA
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PFF $ 900. There is no competent evidence in the record to support the claim. The only

support provided by the RIAA is the conclusory testimoiiy of Professor Slottje,'who I

conceded that he had done no empirical work to supportithis or any other conclusion that~

he offered. 5/8/08 Tr. at 5379-81 (Slottje).

366. Second, the RIAA and DiMA assert that mastertones are simply

personalization products (akin to "accessories" to ~a cellular~phone~, such as wallpayer)

that allow consumers to differentiate themselves. RIAA PFF $. 901-02; DiMA PFF

$ 339. But the RIAA's own witnesses undermine this claim. A number of record

company witnesses testified that mastertones, unlike accessories to a cell phone, are

integral to the marketing of new sound recordings'. Mr. Rosen 'of Sony BMG described

mastertones as "a vital component of Sony BMG's digital business strategy." Rosen i

WDT (RIAA Trial Ex. 63) at 5. Mr. Kushner of Atlantic Records testified that his,

company "will often release a mastertone... several weeks before the CD in order to

create a buzz." Kushner WDT (RJAA Trial Et. 62) at 12. Mr.~ Wilcox likewise

explained that "a lot of times we will roll out a ring tone in advance of the corresponding

track download or CD album being available to help the'promotiotial'efforts with the

album and the track." 2/20/08 Tr. at 4034 (Wilcox).

367. Third, the RIAA and DiMA argue ithat the brevity ef mastertones—'ypically30 or 45 seconds in length—"inherently differentiates a ringtone from a full

song." RIAA PFF Q 903; see also DiMA PFF '+ 33/, 340. Although it is true that

ringtones are shorter works, there is uo dispute that they are derivative of the underlying .

sound recording and therefore provide an appropriate benchmark for setting the

mechanical royalty rate.
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368. Fourth, the RIAA also points to the differential in pricing between

mastertones and permanent downloads as evidence of the supposed difference in the

markets. Of course, variations in pricing in and of itself tell you nothing about the

product market. Physical CDs sell for significantly higher prices than albums that are

downloaded to consumers, compare Teece WDT (RIAA Trial Ex. 64) at 81 with Enders

WDT (CO Trial Ex. 10) at 32; and CDs themselves sell at a broad variety of price points,

see Wilcox WDT (RIAA Trial Ex. 70) at 16 (discussing variable pricing for "front-line,"

"mid-price" and "budget" CDs); CO Trial Ex. 348 (showing CD retail list prices ranging

from ). Moreover, the argument is advanced without any regard for the

evidence showing that the difference between mobile and download pricing has more to

do with the portability of mastertones than anything to do with fundamental differences

in the product. CO PFF 'g 515-16. As Professor Wildman conceded, permanent mobile

downloads (i.e., full-track downloads that can be acquired on cellular phones) sell for a

retail price in excess of permanent, non-mobile downloads, even though no one would

argue that such downloads constitute "wallpaper" or a cell phone accessory. 5/12/08 Tr.

at 5967-68 (Wildman).

369. Nor did the~ or its economists give any consideration to the evidence

showing that the price point for permanent downloads is set below market to drive sales

of portable music players. The principal concern of Apple—which established the 99

cent price point and is the dominant player in the permanent download market with more

than an 80% market share—is to sell iPods. See CO Trial Ex. 88 at 12 (Apple CFO

explaining that the iTunes store is run with relatively low margins "because we think that

selling music and now videos, helps us to sell iPods and accessories"); CO Trial Ex. 89 at
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10 (Apple CFO explaining that the iTunes store is run with relatively low margins,

because "it helps us to sell iPods and Macs and that is really our strategy");

see also Enders WDT (CO Trial Ex. 10) at 29-30 '(di0cu4sing relationship between iTunes

and other Apple products). All of this testimony—which the RIAA cannot dispute—is

inconsistent with rejecting the mastertone benchmark because the price of a mastertone is

higher than that of a full length permanent download.

370. Fifth, DiMA misinterprets a snippet of Aofdssor Landes's testimoriy ih arl

effort to manufacture a concession that mastertones have different supply and demand

characteristics. See, e.g., DiMA PFF 'g 283, 338. Professor Landes was asked a namowi

question about whether the high royalties paid in the imarket to~ use musical compositions

in mastertones provided support (by itself) for an increase in the mechanical rate for I

permanent downloads, on the theory that "the download of a full song is at least as

valuable as a snippet," Landes WDT (CO Trial Eg. 2g) Wt 4'. Proifessor Landes

acknowledged, "I don't think this comparison is my strongest comparison." 2/11/08 Tr.

at 2481. DiMA's alchemic attempt to transform this answer into a repudiation of the

mastertone benchmark fails. Professor Landes has never testified "unequivocally that

ringtones have different and supply characteristics," DiMA'PFF g 283. Nor did he dverI

repudiate his mastertone benchmark. To the contrary, he supported its applicability

through both phases of this proceeding. Landes WDT (CO Trial Ex. 22) at 24-25;

Landes WRT (CO Trial Ex. 406) at 31-33.
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371. Finally, even if the RIAA and DiMA had discharged their burden of

demonstrating that the demand and supply characteristics of the mastertone market were

distinct from CDs and full length DPDs, that would still be no reason to cast aside the

mastertone benchmark. The Copyright Owners are not claiming that the statutory rates

for physical products and permanent downloads should be set at the same rate as the

license payments made to them for mastertones. Contrary to DiMA's claim, DiMA PFF

$ 343, this difference in the Copyright Owners'roposed rates does not imply that the

mastertone benchmark is a poor comparator. Rather, as Professor Landes has stressed,

time and again, the importance of the mastertone benchmark is to demonstrate the

relative value of the song to the sound recording in a market that is unconstrained by the

statutory license. See, e.g., Landes WDT (CO Trial Ex. 22) at 25; Landes WRT (CO

Trial Ex. 22) at 28. Nothing that the RIAA and DiMA have argued explains why a

composition should garner 20/o of the total content cost for a mastertone but less for a

permanent download or for a song included in a CD.

(ii) The Mastertone Market is Broad and Similar to
the Market for Recorded Music Generally

372. The RIAA also attempts to distinguish the mastertone benchmark by

claiming that mastertones are a "small subset of musical works" that often constitute the

most popular sound recordings in the market. RIAA PFF $ 913. But the evidence does

not support the notion that the mastertone market is a narrow one. See CO PFF $$ 510-

12. Nor is it noteworthy that the mastertone market is driven by "hits," id. $513, because

as many record company witnesses have. stated, the recorded music market, generally,

depends upon the success of a small number of releases.
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373. The evidence shows that the mastertone market.is not as shallow asthe'IAA

claims. CO PFF 'g 510. For instance, in'006,~ nehru gQ songs'earned

mastertone revenue for UMPG. In 2007, that number increased to almost ~. Landes

WRT (CO Trial Ex. 406) at 32-33. Likewise, in 2006, approximately gg songs earned.

ringtone royalties for EMI MP, accounting for roughly gQ of the songs that earned any

royalties that year. Id. at 33. Indeed,, the RIAA itself acknowledges the large "breadth of

releases" that were at issue whien mastertone rates were being negotiated between music

publishers and relcord companIies. Rj'AA PI."F 'It 954.'74.

The mastertone market has also been significant, in terms of revenue and

sales. CO PFF 'g 51 jl.. The RIAA's principal rebuttal~ econolnist, Professor Wildman,

acknowledged that the mastertone market currkntlp rkprfI:se6ts the third largest source of

revenue for record companies. 5/12/08 Tr. at 5966 (Wildman). In 2006, across the U.S.

music industry, sales of ringtones generally generated $ 1..04 billion in revenue. Enders

WDT (CO Trial Ex. 10), Ex. C at 6. That year, Sony BMG alone earned over~~ from the ale of ms.stertoues, CO Trial Ex. 77 at 2; see also 2/20/08 Tr. at 8994

(Wilcox), and in 2007, the company made nearly )QQQg from all florms of

ringtones, including mastertones, CO Trial Ex. 338 at 2. In just the first ten months of

2007, mastertones generated )+QADI in revenue for Universal. CO Trial Ex. 17.

375. The revenue generated by mastertones has been substantial for music 'ublishers,as welL CO PFF tl 512.:Ih:!007, EM1 MlP ehruhd iver~ from the

sale of mastertones, which constituted nearly~ of its total digital revenue. Faxon

WRT (CO Trial Ex. 375), Ex. B. That was nearly a threefold increase over the

company's mastertone revenue in 2006. See id. E"or the entire period 2003 to 2007,

153



revenue from ringtones and mastertones accounted for of the company's combined

income from digital uses. Faxon WRT (CO Trial Ex. 375) at 4. Mr. Faxon expects

mastertone revenues to continue to rise. 5/14/08 Tr. at 6365 (Faxon).

376. Although a fraction of mastertones account for the bulk of the revenue,

RIAA PFF. @ 914-15; DiMA PFF $ 340, the mastertone market is no different from the

rest of the recorded music industry. CO PFF $ 513. The music industry, generally, is

"hit-driven"— the industry depends on a small number of recordings to drive revenues

and profits. Indeed, this was a point made repeatedly by the RIAA's own witnesses. See,

e.g., Teece WDT (RIAA Trial Ex. 64) at 21 ("It is widely recognized that most sound

recordings are not profitable...."); 5/8/08 Tr. at 5342 (Slottje) ("the likelihood of any

given particular song becoming a hit is low"); Kushner WDT (RIAA Trial Ex. 62) at 15

("only one out of every ten new artists signed to major record labels will have a

successful album").

(iii) The Record Does Not Support the RIAA's Claim
that the Mastertone Market Was Expected to Be
Short-Lived

377. The RIAA also asserts that the mastertone benchmark should be ignored

because the record companies, in essence, overpaid to take advantage of the "fleeting"

mastertone market. RIAA PFF 'g 918, 920-21; see also DiMA PFF $ 342. The evidence

does not bear out that claim.

378. The RIAA claims that when the first mastertone agreements were

executed in 2004, record companies and publishers believed the market would be short-

lived. RIAA PFF $ 920-21. The documentary evidence is to the contrary. First, the

internal HFA 2005 forecast relied upon by the RIAA projected that the ringtone market

would be worth roughly $ 1 billion in 2008 and that it would remain robust through 2009,
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the last year of the projection. Wildrnan WRT (RIAA Trial Ex. 87), RIAA Ex. 103-RR at

7. Although a decline was projected, the forecast stiljl. predicted approximately $700

million in revenues for 2009, the last year for which projections were given. Id.

379. Internal projection,s of the record companies, ignored by the RIAA, are

even more at odds with the claim that the rnastertone market was predicted to be short-

lived. A comprehen,sive Warn.er Music Group forecast created in 2005 showed gg
~lSSSSII
~SSSllll

Murphy WDT (CO Trial Ex. 15), CO Ex. 702 at RIAA 39190; accord. CO Ex. 731 at

RIAA 28574, 28582.

380. The MAA also claim. that the mastertone market i; a poor benchmark

because it "has been rapidly declining." RIAA PFF $ 922. In support of that argument,

the RIAA offers testimony only from Sony BMG,' company for which mastertones

continue to const:itute a critical digital revenue stream. See CO 338 at 2; CO 77 at 2;

2/20/08 Tr. at 39!)4 (Wilcox) (Sony BMG earned~ from sales of mastertojtes

in 2006 and ~QQg in 2007). None of tlIe otheI mItjojIs offer any corroborative

evidence. And, of course, Sony BMG, Warner and Universal each entered into renewals

of their NDMAs in 2007, indicating that the market remains substantial. See Faxon WRT

(CO Trial Ex. 375) at 6-7, Ex. C. That is certa:inly the view on the publisher side:

Mr. Faxon testified that he expects mastertone revenue of EMI MP to continue to grow.

See Faxon WRT (CO Trial Ex. 375), Ex. B,", 5/I4108 Tr. lat 6365 (Faxon).

381. The RIAA's claim that the mastertone market will soon be "obsolete"

finds even less support Iin the record. RliAA PFF 't 924. Not a single witness so testified.
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To the contrary, Claire Enders, the Copyright Owners'xpert on the state of the digital

music industry, projects further increases in the U.S. ringtone market through 2012, when

it will amount to nearly $ 1.5 billion in revenue. Enders WDT (CO Trial Ex. 10), Ex. C at

(iv) Contrary to the RIAA's and DiMA's Claims,
Products in a Benchmark Market Should Not Be
Substitutable for Products in the Target Market
When the Benchmark Involves Similar Sellers
and Similar Rights

382. The RIAA and DiMA also argue that the mastertone benchmark should be

discarded because mastertones are complements to, rather than substitutes for, CDs and

downloads. RIAA PFF Q 926-28; DiMA PFF It 338. The claim is constructed on a

misreading of this Court's past decisions.

383. The RIAA asserts that the decisions in SDARS and Webcasting I require

that benchmarks be drawn from markets for products that are substitutes rather than

complements. Id. $ 927. But there was a critical difference between the proposed

benchmarks in those proceeding and the mastertone benchmark offered by the Copyright

Owners here: Each of the rejected benchmarks involved markets in which different

sellers were selling different rights. In SDARS, this Court rejected benchmarks based on

non-music content. See 73 Fed. Reg. at 4091-92 8'c n.28 (rejecting Stern and nonmusic

content benchmarks). Similarly, in the Webcasting I proceeding, the CARP rejected a

musical works benchmark on the same ground. See Webcasting I CARP at 41.

384. When a benchmark market involves different sellers and different rights, it

is critical that the products in the benchmark market be substitutable for those in the

target market. Substitutability ensures that similar market dynamics are affecting the sale

of the rights being compared.
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385. By contrast, it would make no sense to require substitutability when a

benchmark market involve, the same sellers and the same rights because such a substitute

product would necessarily be priced by relationship to the statutory rate. That is

precisely the reason why neither the RIAA's proposed effective rate or first use

benchmarks are of any utility here.

(b) The Preexisting Monophonic and Polyphonic Nngtone ~

Market Did Not Inflate Mastertone R'.ates

386. The RIAA also claims that the mastertone benchmark should be

disregarded because the Copyright Owners obtained above-market rates to compensate

for the opportunity cost of replacing preexisting sales of monophonic ancl polyphonic

ringtones. The record provides no evidentiary support for a finding of such leverage. See

CO PFF 'g 520-22.

387. The critical concession came from Professor Wildman„who testified that ~

"a complete analysis" of the issue would be "complex, involving potential growth in the

marketplace, the cross-elasticity of demand between the two products, and the pos&ibillity

that unit sales increased due to the introduction of mastertones." RIAA PFF g 931 (citing

Wildman WRT (CO Trial Ex. 87) at 20). E[e did no such analysis. As a result, he

testified that he could not quantify what the impact would be. 5/12/08 Tr. at 5971

(Wildman). In fact, he acknowledged that it was entirely possible'that publishers would

have accepted a lower royalty rate for mastertones than f'r monophonic and polyphonic'ingtonesbecause publishers were motivated by maximizing revenue, not the rate. 'e'e

id. at 5970-72.
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(c) The RIAA Has Failed to Show that the Mastertone
Rates in the NDMAs Are a Poor Benchmark for
Mechanical Rights

388. Unable to dispute that the NMDAs directly support the Landes 20%

mastertone benchmark, the RIAA argues that the NDMAs are "blanket licenses and thus

do not comport with the hypothetical market at issue in this proceeding." RIAA PFF

g'g 935; see also id. gg 936-43. As a simple factual matter, this claim is wrong. The

RIAA also asserts that the NDMAs were "package deals involving a complex trade-off of

rights in which record companies agreed to pay the publishers a higher rate for sales of

mastertones in exchange for concessions in other areas." Id. $ 935; see also id. g'g 944-

63. The weight of the evidence shows, however, that the inclusion of multiple rights in

the NDMAs did not affect the mastertone rates.

(i) The NDMAs and the HFA/KMI Mastertone
Agreement Did Not Provide "Blanket Licenses"

389. The NDMAs are not blanket licenses. A blanket license, by definition,

grants the licensee immediate access to an entire repertoire of works. See, e.g.,

Broadcast Music, Inc. v. Columbia Broad. Sys., Inc., 441 U.S. 1 (1979) (explaining that a

blanket license "allows the licensee immediate use ofcovered compositions") (emphasis

added); United States v. American Society of Composers, Authors, and Publishers, 2008

WL 1967722, at "65 (S.D.N.Y. April 30, 2008) (explaining that "a blanket license offers

the flexibility of immediate and unlimited access to a vast and every growing repertory of

compositions") (emphasis added).

390. The NDMAs, by contrast, do not provide immediate and unlimited access

to the works of the publisher-licensors. Each NDMA provided the right to incorporate a

song in a mastertone only "with and subject to" the publisher's "advance written

158



approval." See, e.g., Faxon WDT (CO 'I'rial Ex. 3), CO Ex., 219 at 13,, CO Ex. 220 at 21,

CO Ex. 221 Ex. A at 21; Firth WDT (CO Trial Ex.. 24), CO Ex. 332 at 15 (emphasis

added). No such approval is required in a blanket license; the license itself grants the

right without the need to clear music on a song-by-song basis. ~

391. The same is true o:f the standalone mastertone agreement between HFA

and EMI Music ("H]FAt'EMI Agreement"). Under that li.cense, EMI Music i.s requiredto'ubmit

requests to publi.sher-principals that identify each work that the company seeks to

sell or re-sell as a mastertone. See Israelite WDT (CO Trial Ex. 11), CO Ex. 24 at 2.

That is not a blanket license.

392. In fact, t]he NDMAs function in the same way that mechanical licensing is

generally conducted through HFA. As Ms. Finkelstein explained, licensees make license

requests electron:ically and in bulk when seeking the statutory rate for multiple works. A'.

Finkelstein WRT (RG4% Trial. Ex. 84) at 28. The NDMAs and the HFA/EMI agreement

work essentially the same way.

(ii) There is No Evidence th.at the Mastertone Rates
in the: NDMIAs Were Ixdlated ]by Trade-Offs

393. The IUAA argues that because the NDMAs were deals involving multiple

rights (a "package," as the RIAA calls it), no single rate can be used in isolation as a

benchmark. RIAA PFF g 944. As set forth in the Copy'ight Own'ers Proposed Findings

of Fact, see CO E'FF'$ 523-28, and as explained below, the RIAA's arguments are

wrong as a matter of economic theory and are unsupported by the evidence.

(1) The RLA.A's Application of Economic
Theory is Funda.mentally Flawed

394. The ISA " package deal" argument is based on a misapplication of

economic theory by two of the R]IAA's economic experts, Professors Wildman and
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Slottje, neither of whom studied the mastertone market in sufficient depth to offer an

opinion that can be credited.

395. As Professor Landes explained, the probative value of individual terms in

bundled agreements is dependent upon their consistency with external, standalone

transactions. Landes WRT (CO Trial Ex. 406) at 36-37. Thus, Professor Landes

observed that because the mastertone rates in the NDMAs were consistent with prior and

contemporaneous licensing activity in the mastertone market, the other rights covered by

the NDMAs had not affected the mastertone rates. Id. at 37. Indeed, if, "as the record

companies claim, they conceded to the publishers'emands on the mastertone rates

recited in the NDMAs in order to obtain favorable terms for the other rights licensed in

those agreements, economic theory predicts that the publishers would have been able to

extract more favorable mastertone terms than were contained in the standalone

agreements." Landes WRT (CO Trial Ex. 406) at 37; see also CO PFF 'g 501-02, 506-

07 (describing consistency between NDMA mastertone rates and standalone mastertone

rates). The rates in the NDMAs are also consistent with mastertone rates in standalone

mastertone agreements between

, which do not address licenses for any other products. See Israelite WDT

(CO Trial Ex. 11),

; CO Trial Ex. 13,

396. Neither Professor Wildman nor Professor Slottje engaged in an in-depth

review of the mastertone agreements. Remarkably, each conceded that he had not seen

any standalone mastertone agreements prior to offering their opinion on the invalidity of
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the NDMA rates. 5/12/08 Tr. at 5955-57 (Wildman); 5/8/08 Tr. at 5445-46 (Slottje)

Their failure to consider the relationship between the NDMAs and the standalone

agreements undermines their testimony with respect to the NDMAs.

(2) The Mastertone Rates in the NDMA.s
Were Market Rates and Were Unaffected
by the Terms for Other Products

397. The RIAA also claims that the mastertone rates in the NDMAs cannot be

used as a benchmark because the record companies accepted above-market mastertone

rates in exchange for concessions that publishers fnade dn rhte6 foi other pr6dubts,'uch

as DualDisc, copy-protected videos, music videos and locked content. RIAA PFF

Q 947-52. The record does not support this argument.

398. The Court has expressed appropriate skepticism; over the admissibility and

probative value of such parol evidence concerning the NDMAs. 2/20/08 Tr. at 3963 ~

(Wilcox) (sustaining objections to questions regarding negotiations of NDMAs); 1/28/08.

Tr. at 96-97 (NMPA opening statement) (Court questioning admissibility of evidence of

negotiations). The NDMAs, on their face, state nothing,about any, agreement to pay i

above-market mastertone rates. If the labels overpaid"'for'ringtones'in the NDMAs,iso i

did literally hundreds of third-party ringtone sellers. ~See Landes WRT (CO Trial

Ex. 406) at 36; 5/20/08 Tr. at 7519-20 (Landes).

399. The RIAA's witnesses'rimary argument was that, the record companies

agreed to inflated mastertone rates in order to gain agreement that only one mechanical

per composition would be paid on DualDiscs. As Ms. Finkelstein stated, Sony BMG

entered into the NDMAs "[t]o get to market with DualDiscs." Finkelstein WDT (RIAA

Trial Ex. 61) at 12. Sony BMG, she claimed, ".agree[d] to high rates for mastertones as

theprice for getting DualDiscs licensed at the statmtory eatel" Id. at 1'3. '61



400. The chronology of release of DualDiscs does not support the RIAA's

claim. See CO PFF @ 525-28. DualDiscs were first released by Sony BMG in spring

2004, six months or more before the first NDMA was signed in November 2004. 2/20/08

Tr. at 3977 (Wilcox). Moreover, three of the major record companies extended the terms

of the mastertone rates in the NDMAs in 2007, at a time when it was apparent that

DualDisc had failed commercially. Faxon WRT (CO Trial Ex. 375) at 6-7; see also

2/14/08 Tr. at 3406 (A. Finkelstein) ("[DualDisc] was never a commercially successful

product."); CO Trial Ex. 77 at 1 (showing that in Sony BMG received in

revenue from mastertones in 2006 and only over the same time period for

DualDiscs). Sony BMG entered into an extension of its NDMA with EMI MP in

March 2007 that provided for a continuation of the same mastertone rates

through June 30, 2008.

See Faxon WRT (CO Trial Ex. 375) at 6; CO Trial Ex. 73 at 2; Faxon WDT (CO Trial

Ex. 3), CO Ex. 219 at 14-15. Universal agreed to extend through December 31, 2008 at

. Faxon WRT (CO Trial Ex. 375) at 6; CO Trial

Ex. 375, Ex. C at 6. And Warner Music Group agreed to extend through August 31, 2008

at Faxon WRT (CO Trial Ex. 375) at

7; CO Trial Ex. 375, Ex. C at 11.

401. Unable to prove its DualDisc argument, the RIAA now claims that the

record companies paid higher mastertone rates in exchange for concessions on every

other type of product contained in the NDMAs—copy-protected CDs, locked content and

Trial Ex. 375) at 7; CO Trial Ex. 375, Ex. C at 11.
Faxon WRT (CO
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music videos. RIAA PFF 9[ 948, 955. But as Professor Landes ha,'& pointed out, if that.

were true, the rates paid to Copyrjight Owners in the NDMAs should have beenhigher'ather

than equivalent to the rates in prior mastert6ne agtjeer1nents. Landes WRT (CO

Trial Ex. 22) at 3'7. And while the NDMAs did grant the: record companies video

licensing rights that were not subject to a compulsory license, they set no rates for such

products. All that the record companies gained was the right to agree or arbitrate the rate

at a subsequent date. Faxon WDT (CO Trial Ex. 3), CO Ex. 21.9 at 20-2:.; id., CO'x.
220 at 31-34; id., CO Ex. 221 at 41-43; Firth WDT (CO Trial Ex. 24), CO Fx. '332at'5-27;

see also Wilcox WDT (RIA.A Trial Ex. 70) at 28. It makes no sense to conclude

that the record companies overpaid for rnastertones for the right to~ license vi.deos at a rate

"to be determined."

(3) The'.NDMA Extensions Demonstratethat'he
Mastertone Rates were Market Rates

402. The MAA also seeks to brush off the extensions of the NDMAs that they

entered into subsequent to the ruli.ng by the Register (currently being appealed by the

Copyright Owners) that mastertones are subject to coinpulsory licensing under 115. The

weight of the evidence, however, shows that those ex'tensions are inconsistent with. the

RIAA's claim that they are paying above-market mastertone rates.

403. The MAA seeks to rationalize the NDMA extensions by attributing them

to the continuation of "preferential terms on locke'd content and video synchronization

rights under the original N 3MAs„" RIAL PFF 'g 959. There is no support in the record

for that claim. The RIAL's reliance on .Mr., Faxon's testimony~ is misplaced. All that he

stated was that video had become a source of reve1nuh foi rancor'd companies, not that the

record companies overpaid for mastertones in return for the video license. See 5/14/08

163



Tr. at 6485 (Faxon). And the only other witness cited by the RIAA, Mr. Wilcox, also

failed to provide any evidentiary support that Sony BMG paid above-market mastertone

rates in return for licensing video products for a royalty subject to subsequent agreement

or arbitration. 2/20/08 Tr. at 4036-37 (Wilcox), cited in RIAA PFF g 959.

404. Finally, the RIAA attempts to discount the rates for mastertones in the

NDMA extensions by claiming they are merely "interim rates." RIAA PFF g 961. The

agreements are no more interim than any others entered into by record companies. The

extensions do not provide for any retroactive adjustment of the mastertone rate. The

extension between Sony BMG and EMI MP provides that the mastertone rates will be

operative through June 30, 2008,

Faxon WRT (CO Trial Ex. 375) at 6, Ex. C at 2-3. Similarly, the

EMI MP extension with Universal extends the mastertone rates through December 31,

2008,

Faxon WRT (CO Trial Ex. 375) at 6, Ex. C at

6. EMI MP likewise extended its Warner NDMA

Faxon WRT (CO Trial Ex. 375) at 7, Ex. C at 11.

(4) Contrary to the RIAA's Claim,
Standalone Mastertone Agreements
Postdating the NDMAs Show that the
NDMA Rates were Market Rates

405. The RIAA has also failed to rebut the support of the mastertone

benchmark provided by standalone mastertone agreements entered into subsequent to the
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NDMAs. See CO PFF $ 502. These agreements, signed by two different major record

labels, provide for the same mastertone rates as the NDMAs even though the agreements

do not grant any rights for any other products. See Israelite WDT (CO Trial Ex. 11), CO i

Ex. 24at4(

); CO Trial Ex. 13,

406. The RIAA ignores the agreement entirely. Wig

respect to the HFA/EMI Agreement, the RIAA asserts "thex'e is a high likelihood that the

negotiation of this agreement... was affected by the fact that the NDMA rates had

become a 'focal point'n the market." RIAA PFF $ 962. There is no factual support for

the assertion. Rather, the RIAA relies for this point In&el) on the testirnon'y of

Professor Wildman, who conceded that he had not even seen the HFA/EMIMusic'greement
prior to submitting his written testimony. iSee 5/i12/08 Tr. at 5957-58

(Wildman). That would appear to disqualify him from offering probative evidence on

what motivated EMI Music to enter into the agredmeht.'d)
Standalone Mastertone Agreements Between Music.'ublishersand Third-Party Ringtone Sellers Support
the Mastertone Benchmark

407. The RIAA incorrectly claims that the mastertone benchmark is not

supported by any of the agreements between music publishers and third-party ringtone

sellers. RIAA PFF Q 986-1000. That is simply Lot Iso. I

408. There are many mastertone agreements in evidence other than the .

NDMAs. The mastertone licenses between Copyright Owners and third-party sellers of

ringtones typically include a tiered structure providing for payment at the greater of (1) a

specified per-mastertone penny minimum, (2) a phrcbnthge lof the retail price of the
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mastertones, and/or (3) a percentage of gross revenue. See, e.g., Faxon WDT (CO Trial

Ex. 3), CO Ex. 218; Robinson WDT (CO Trial Ex. 8), CO Exs. 101-110, 112-119;

Israelite WDT (CO Trial Ex. 11), CO Exs. 17-22; Peer WDT (CO Trial Ex. 13), CO Exs.

152, 156, 160, 161; Firth WDT (CO Trial Ex. 24), CO Exs. 252, 298, 328, 329, 351.

Professor Landes's analysis included 200 such agreements from six different music

publishers spanning the years 2004, 2005, and 2006. Landes WDT (CO Trial Ex. 22)

at 40.

409. As Professor Landes testified, his assessment of the share of the content

pool attributable to musical compositions in the mastertone market was based in part on

an analysis of these agreements between publishers and third-party ringtone sellers, on

the one hand, and separate agreements between record companies and third-party

ringtone sellers, on the other, Landes WRT (CO Ex. 406) at 36. His analysis of these

agreements revealed that publishers received 20% of the total content pool for mastertone

rights when licensees separately acquired the rights to musical compositions and sound

recordings. See 5/20/08 Tr. at 7520 (Landes).

410. Professor Landes's conclusion concerning this aspect of the mastertone

market was based on a simple inference from the rates in these two sets of agreements.

See 5/20/08 Tr. at 7520 (Landes). Professor Landes's analysis of the publishers'tandalone

mastertone agreements with third parties revealed an average retail percentage

payable to publishers of 10.5%. See Landes WDT (CO Trial Ex. 22) at 41 (providing

average percent-of-retail royalty rate); id. at Figure 9 (illustrating the distribution of

percent-of-retail minima); 2/7/08 Tr. at 2131 (Landes) (143 agreements formed the basis

for Figure 9). For their part, the record companies typically receive the greater of 50% of
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retail or $ 1.00 when separately licensing their sound recordings for use as mastertones,

and they have done so while undertaIang the obligation to acquire and pay for publishing

royalties out of their licens:ing revenue. Landes '%%)T (CO Trial Ex. 22) at 46-47. Thee

relationship between this licensing activity—with record companies usually receiving

50% of retail revenue for their licenses (inclusive of the obligation to acquire licenses for

the underlying compositions), and. w:ith publishers receiving (on average) 10.5% of retail

revenue—implies a value of the rights to musical compositions of slightly over 20% of

the licensing fees necessary to sell mastertones.

(e) Contrary to the RIAA's Claim,, There is Nothing
~Unsound About Professor Landes's Application of the
Mastertone Benchmark

411. The ISA claims that "[t]here is no evidence in the record supporting Dr.

Landes's decision to rely on the 2,0% of wholesale tenn:in the IVD:MAs rather than the

10% of retail." RIAA E'FF 'J[ 965. The argument is t4e Product of a f&~ndamental

misunderstanding of Professor Landes's content pool analysis.

412. As explained in further detai.l above, see supra Section VI.B.1, E'rofessor

Landes's content pool analysis is premised on the value of identifying how musical

compositions are valued on a relative basis as compared to sound recordings. Professor

Landes explained that this approach.is sound btecause the rights at issue in this proceeding

involve the sale of musical compositions when they are coupled with sound recordings,

and thus an appropriate bench:mark will provide information concerning how those rights

are valued in relation to one another outside the context of Section 115. See Landes

WDT (CO Trial Ex. 22) at 23, 25; see also Landes WRT (CO Trial Ex. 406) at 28-29',,

2/7/08 Tr. at 2078-80, 2',083-84 (Landes).
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413. Such an analysis can only be conducted by comparing what is paid for

each of the rights. Thus, even if the NDMAs had not provided for a wholesale tier,

Professor Landes would still have concluded that they implied 20% of the content pool

based on a comparison between the 10% of retail received by the publishers and the 50%

received by the record companies. The 10% paid to the publishers is significant only

when compared to what the record companies receive for the sound recordings.

414. The RIAA selectively cites the testimony of Mr. Faxon to suggest that he

"admitted" that the mastertone market only supports "a benchmark for a 10% retail rate."

RIAA PFF $ 966. The RIAA's characterization of Mr. Faxon's testimony is at odds with

what he actually said. The questions posed to Mr. Faxon in the exchange cited by the

RIAA related exclusively to the question of whether a rate for permanent downloads

based on a retail percentage would be preferable to a rate based on a percentage of

wholesale. See 1/30/08 Tr. at 627-628 (cited in RIAA PFF g 966). Of course, that is not

what the Copyright Owners have proposed, and Mr. Faxon was quite clear in both his

written and oral testimony that he views the Copyright Owners'ate proposal as "both

reasonable and necessary." Faxon WDT (CO Trial Ex. 3) at 21; see also 1/29/08 Tr. at

414-15 (Faxon).

(f) The RIAA Incorrectly Claims that the Mastertone
Benchmark Does Not Support the Copyright Owners'astertoneRates

415. In addition, the RIAA argues that the rates in the mastertone agreements

reviewed by Professor Landes do not support the mastertone rates being proposed by the

Copyright Owners. The RIAA essentially makes two arguments, each of which is easily

dispatched.
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416. First, the RIAA claims that two of the tiers in the Copyright Owners'ate

proposal—the content pool tier of one-third and the cents tier of 15 cents—exceed the

corresponding minima that prevail in the NDMAs (20% of wholesale revenue and 10

cents). RIAA PFF 'g 967-68. But the 20% implied by the mastertone benchmark is thie

bottom, not the top of the range of reasonable rates implied by Professor Landes's ~

analysis. And a full examination of the mastertone agreemdnts~ renewed by Professor

Landes—as opposed to just the NDMAs—indicates why the tiered rates proposed by the

Copyright Owners are, in fact, reasonable. Publishers often'eceive 15 cent minima in

their mastertone agreements, with some minima as high gs 25 qents. See Landes WDT

(CO Trial Ex. 22) at Figure 8. Capping the minimum at 10 cents would actually result ini

a rate below the rate implied by the market. See Landes WDT (CO Trial Ex. 22) at 45-

46.

417. The RIAA also claims that the mastertone agreements reviewedby'rofessor
Landes imply only a minimum of 12,5 denials. That cannot be the position of the

RIAA, which itself has proposed an alternative (to its percentage rate) mastertone rate of

18 cents. In the Matter ofMechanical and Digita/ Phonorecord Delivery Rate'djustmentProceeding, Amended Proposed Rates and T'erms of Recording Industry

Association of America, Inc., Docket No. 2006-3 CRB DPRA (April 10, 2003), at 6. Nor

would it make any sense to adopt such a minimum in'ight of the undisputed evidence

that the Copyright Owners currently receive mastertone license fees that are double the

12.5 cent rate. See Benson WRT (IUAA Trial Ex. 82) at 14, Figure 4f; Wildman WRT

(RIAA Trial Ex. 87) at 51.
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(g) Professor Wildman's "Surplus Analysis" and
"Adjustments" to the Mastertone Benchmark Are
Entitled to No Weight

418. The RIAA also argues that the mastertone benchmark cannot be employed

without adjustment to the 20% rate. The adjustment the RIAA proposes, however, is

based entirely on a hypothetical and flawed "surplus analysis" conducted by Professor

Wildman that is entitled to no weight.

419. As an initial matter, Professor Wildman's theory is advanced without any

empirical support. 5/12/08 Tr. at 5935-37 (Wildman). As the Copyright Owners

observed in their Proposed Findings of Fact, not a single one of the 11 record company

executives who testified at trial offered any facts to support Professor Wildman's theory.

CO PFF 'g 518.

420. Indeed, Professor Wildman's theory is little more than an attempt to claim

that the record companies accepted a smaller share of the content pool paid for

mastertones because the costs of producing the sound recordings had already been sunk

at the time of creation of the mastertones. Wildman WRT (RIAA Trial Hx. 87) at 29. As

the Copyright Owners explain in their Reply Conclusions of Law, this argument has been

twice addressed—and rejected—by this Court at the urging of the record companies.

When a similar argument was made in the 2001 Webcasting proceeding, Professor

Wildman himself testified in the 2001 Webcasting proceeding that the argument "flies in

the face of economic theory." 5/12/08 Tr. at 5948; see also id. at 5947-48 (Wildman).

(i) Professor Wildman's Calculations to Adjust the
Mastertone Benchmark For Use with CDs,
Digital Downloads and Mastertones Are Fatally
Flawed
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421. Professor Wildrnan testified that the mastertone benchmark could only be

used after adjustment by a "surplus" calculation.'.RAW PFF g[ 980-83. Throughthis'nalysis,

Professor Wildman purports to calculate how "surplus" above costs for CDs and

permanent downloads would be divided if the record companies were to account for the

costs they incur in creating sound recordings, and if the publishers were to account fot

their costs of providing musical compositions. Id. Professor Wildman defines the

"surplus" as the profit to the record companies once all expenses are paid, plus artist

royalties and mechanical royaltie., and less costs to the publishers. See Wildman WRT

(RIAA Trial Ex. 87) at 49-52. All of his calculations, however, are marred by empirical

and conceptual flaws.

422. First, Professor Wildrnan's surplus calculations hinge on highly

questionable cost. and revenue figures. These numbers were taken—'without

verification—from the report of another RIAA witness, Bruce Benson. Professor

Wildman admitted that his calculations were dependent upon Mr. Benson's. See 5f12/08

Tr. at 5974-77 (Wildman). There is,substantial reason to doubt the accuracy of

Mr. Benson's analysis. As explained in Section IIII.B above, Mr. Benson omitted all of

the profits earned by the majors'anufacturing and distribution companies. He made

wholesale changes in the historical cost information of the record companies without any

empirical basis for accepting the changes. He also overstated the costs of digital

distribution. His analysis of profiitability by format—the underpinning of Professor

Wildman's calculations—is entitled to no weight.

423. Second, even putting to one side the unreliability of the Benson numbers,

Professor Wildman's analysis makes the implausible assumption that record companies
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have no fixed costs, Wildman WRT (RIAA Trial Ex. 87) at 49. Professor Wildman

conceded that reclassifying some of the variable costs as fixed would necessarily increase

the surplus to be divided under his analysis. See 5/12/08 Tr. at 5981-82 (Wildman). But

Professor Wildman did no such reclassification, instead relying on the obviously

erroneous assumption that even the record company's overhead costs "are largely, if not

completely, variable and responsive to the volume of record sales and the number of

recordings produced." Id.

424. Even a cursory analysis of Mr. Benson's numbers demonstrate that it

makes no sense to claim that record companies have no fixed costs. Although the record

companies have seen a 17% reduction in revenue and 20% reduction in the number of

CDs sold since 1999, overhead expense has remained essentially flat, dipping from

$ 1.289 billion in 1999 to $ 1.241 billion in 2006. Benson WRT (~ Trial Ex. 82) at 7,

Figure 1 (providing overhead costs); Appx. B (providing unit sales). If the costs were

actually all variable, or even substantially so, there should have been a concomitant

reduction in overhead. But Professor Wildman's conclusion depends entirely on the

assumption that there were no fixed costs. See 5/12/08 Tr. at 5981-82 (Wildman).

425. Third, Professor Wildman's surplus analysis takes into account only the

record companies'nd the publishers'osts, but not those of the songwriters. 5/13/08 Tr.

at 6004 (Wildman). Professor Wildman conceded, however, that such costs exist and

include, among other things, songwriters'pportunity costs. Id. at 6005. By his own

admission, Professor Wildman's analysis accounts for none of these costs.

426. Each of these flaws, individually and collectively, results in the conclusion

that Professor Wildman's adjustment to Professor Landes's benchmarks are entitled to no
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weight. The rejection of his surplus analysis would also be consistent with this Court" s

prior rejection of similar analyses because of the fundamental unreliability of the

assumptions that were made. See 73 Fed; Reg., at 4092 (rejecting surplus analysis in

SDARS proceeding bec:ause the analysis included only incomplete costs and underlying

numbers were unreliable); 72 Fed'. Reg. at 24093 (rejecting surplus analysis in

Webcasting II because of "concerns over the reliability of the data.").

(ii) Professor Wildman I%as No Basis fox Adjustikg
the lVl[astertone Benchmark For Ijse Wraith

Mastertones

427. Professor Wildman also claims that if the mastertone benchmark were to

be used to set mastertone rates, the Court would have to "adjust" the rate for two reasons:

(1) the NDMA rate was "artificially elevated" in return for concessions made to the

record companies with regard to other products; and (2) "the NDMAs granted a blanket

license for the sale of mastertones." EKM PFF 'g 975. As explained above, the factual

predicate for Professor Wildman's proposed downward adjustments are simply wrong.

See supra Section VI.C.l.c. As a. result., there is no reason to adjust the rnastertone

benchmark in any way whatsoever in setting mastertone rates in tins proceeding.

2. The Synchronization Benchmark is Sound

428. A,s Professor Land.es concluded, Copyright Owners virtually always

receive 50% of the content pool when they license their musical compositions in

conjunction with a sound recording for use in an audiovisual work such as a movie,

television show or commercial.,&See CO PFF 'Jf'g 532-35. The Copyright Owners"

licenses are known as synchronization licenses," and the licenses of~the copyright

owners of sound recordings are known as "master use licenses,," Pascucci WRT (RIA!A i

Trial Ex. 80) at 3. The RL.M seeks to dismiss the synchronization benchmark principally
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by claiming that it is a reprise of the musical works benchmark rejected in the

Webcasting proceedings. It is not. Rather, as already set out in the CopyrightOwners'roposed

Findings, see Q'g 536-40, and demonstrated again below, there is a fundamental

difference between the synchronization benchmark utilized by Professor Landes and the

musical works benchmarks previously rejected by this Court: Here, the benchmark

market involves the same sellers and the same rights. For that reason, the criticisms of

the synchronization benchmark lodged by the RIAA are entitled to no weight. Nor are

any of the quarrels that the RIAA and DiMA have with this independent market

benchmark.

(a) Professor Landes's Use of the Synchronization
Benchmark is Wholly Distinct from the Musical Works
Benchmark Rejected in the Webcasting Proceedings

429. The RIAA argues that Professor Landes's synchronization benchmark has

been rejected by this Court in its prior Webcasting decisions. RIAA PFF 'g 832. This

claim rests on a misreading of those decisions coupled with a misunderstanding of

Professor Landes's content pool analysis.

430. First, the webcasters in prior proceedings proposed that performance rights

in sound recordings should be entitled to the same absolute compensation as performance

rights for musical compositions. See Webcasting II, 72 Fed. Reg. at 24094; Webcasting I

CARP Decision at 40-41. Professor Landes has argued nothing of the sort. Rather, his

analysis focuses on the relative valuation of sound recordings and musical compositions

in the synchronization rights market in order to determine how those rights can be valued

on a relative basis when musical compositions are embedded in sound recordings and

used in the products at issue in this proceeding. See Landes WDT (CO Trial Ex. 22) at

23, 25; see also Landes WRT (CO Trial Ex. 406) at 28-29; 2/7/08 Tr. at 2078-80, 2083-
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84 (Landes). Professor Landes has never suggested—;and the Copyright Owners have not

proposed—that musical compositions should receive the same absolute compensation

that they receive in the synchronization market when those compositions are used in

physical phonorecords, permanent downloads or ringtones.'31.

Second, the musical works benchmark involved different sellers who %ere

selling different rights. See Webcasting IT, 72 Fed. Reg. at 24094; Webcasting I CARP

Decision at 40-41. The musical works benchmark looked to the level of performance

royalties received by copyright owners of mus/call co&phsitionh, e0en'hough the right at

issue in the webcasting proceedings was the performance right in sound recordings, held i

by the copyright owners of sound recordings. Here, the synchronizati'on benchmark

involves the same sellers (the Copyright Owners) selling the same rights (the right to use

musical compositions) as those at issue in this proceeding. ~

432. This Court rejected a "musical works" benchmark on similar grounds in

the SDARS proceeding. See 73 Fed. Reg. at 4089-90. That benchmark was us& in Se ~

same way as it was in the Webcasting proceedings, see id., and it is likewise distinct from

Professor Landes's synchronization benchmark foi the same reasons.

433. The RIAA also attacks the synchronization benchmark by erroneously'ssertingthat Professor Landes "does not appear to have reviewed any synch or master

use licenses at all" but rather that he relied exclusivel'y on Kary'n Ulman's testimony in

the Webcasting H proceeding to support his claim that Copyright Owners and record i

companies typically split equally the licensee fees. paid for synch.. RIAA PFF 'g 833. fo i

support its inaccurate claim, the RIAA cites a footnote in Profe'ssor Landes's written

direct testimony in which he refers to Ms. Ulman's witness statement. Id. (citingLandes'75



WDT (CO Trial Ex. 22) at 24 n.11). Emblematic of the RIAA's selective recitation of

the evidence, the RIAA's Proposed Findings fail to direct this Court to the very next

footnote in Professor Landes's written direct testimony, in which he explains that he

"reviewed synchronization rights contracts between producers and publishers." Landes

WDT (CO Trial Ex. 22) at 24 n.12.

434. In any event, the RIAA's observation seems to have no point because

there is no dispute in this record that Copyright Owners typically receive half of the total

licensing fees paid by synchronization licensees. See 5/7/08 Tr. at 5291

(Pascucci) (explaining that license fees for synchronization and master use licenses are

typically equal).

(b) The RIAA and DiMA's Claims about the Dynamics in
the Synchronization Market are Irrelevant

435. The RIAA and DiMA also attempt to undermine the synchronization

benchmark by pointing to purported differences in the use of music in the

synchronization and mechanical license markets. But these purported difference are

irrelevant to the purpose for which Professor Landes employed the synchronization

benchmark.

(i) The Purpose for Which Music is Used in the
Synchronization Market is Irrelevant to its
Appropriateness as a Benchmark

A number of those agreements were in fact admitted into evidence in this proceeding
and were identified in Professor Landes's list of materials reviewed in connection
with his written direct testimony. See Landes WDT (CO Trial Ex. 22), Ex. B at 5-11
(identifying CO Exs. 251, 254, 277, 361, in evidence as part of Firth WDT (CO Trial
Ex. 24)). Professor Landes likewise explained during his live testimony that he had
reviewed synchronization licenses. 2/7/08 Tr. at 2084-85 (Landes) (referring to
"[synchronization] agreements that I looked at").
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436. The RIAA and DiMA argue that the fees paid for synchronization rights

cannot be a benchmark because music is just one of multiple inputs when used for .

synchronization purposes. The RIAA maintains, for instance, that "[t]he purchaser ofia i

right to include a recording and composition in a movie beats n'o resemblance to the

purchaser at retail of a sound recording" and that "consumers ultimately pay to see the

movie, not to hear the music." RIAA PFF g 840.

437. The RIAA and DiMA simply miss the point of Professor Landes's

benchmark analysis. The purpose of his benchmatksiwais to assess how ficensei:s value

musical compositions and sound recordings on~ a relative basis when they acquire both

rights in a non-Section 115 setting. See Landes WDT (CO Trial Ex. 22) at 23, 25;.see

also Landes WRT (CO Trial Ex. 406) at 28-29; 2/7/08 Tr. at 2078-80, 2083-84(Landes).'hat
the purchaser of synchronization and master use rights is not the ultimate

"consumer" is irrelevant. The critical point is how the licensee—here, the music

supervisor or producer—values the relative importance of the song and the sound .

recording. There is no evidence that the fact that a particular recording might be used: as:

"background music" or that there is a "larger work that consumers pay to watch" has any

impact on the relative valuation of the two music inputs ieqtur6d to synchronize the

music with the audiovisual work. See CO PFF $ 540.

438. The other purported market dynamic raised by the RIAA is even less

relevant to Professor Landes's benchmark anal.ysis. The RIAA states that music

supervisors and producers "typically clear mor'e musi'c than 'they need, which pressures

record companies and music publishers to keep their fees low"; that they "typically

operate under very strict budget constraints"; and that they encourage competition ambng
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the various owners of the solicited recordings and songs in order to get the lowest

possible fees." RIAA PFF Q 842-43 (emphases added). Although these factors may

affect the total price paid for both the synch and master use right, they do nothing to

undermine Professor Landes's analysis, which depends upon the relative, not absolute,

fees paid for the two music rights. As Professor Landes explained, "[e]ven though the

absolute value of prerecorded music may differ across uses, the division of total content

value... provides information about the reasonable mechanical royalty rate when rights

to the sound recording are negotiated freely but the right to the mechanical is subject to

compulsory licensing and rate setting." Landes WDT (CO Trial Ex. 22) at 25.

439. The RIAA also claims that the demand for a sound recording in

audiovisual works differs from demand in the mechanical licensing market because

demand in the synchronization market is "driven in part by its prior sales performance

(which cannot exist for a new recording) in the market for recordings sold to consumers,

along with its compatibility with other artistic elements of a film or program." RIAA

PFF $ 845. This point is also irrelevant for the purposes of assessing how the musical

composition is valued in relation to sound recording. Moreover, the market dynamic

identified by the RIAA is not unique to the synch market. Sales of CDs or permanent

downloads that are "catalog" as opposed to new releases are also "driven in part" by

"prior sales performance," but even the RIAA has not suggested that the relative value of

the musical composition should be different for such records.

440. In short, none of the demand characteristics of the synchronization market

the RIAL purports to identify undermine the utility of the synchronization benchmark.

Although these demand characteristics would have affected the "musical works"
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benchmark in the Webcasting and SDARS proceeIhngs Secluse th'e spon'sors of that

benchmark sought to import the absolute rate attributable to musical compositions into

the context of a sound recording royalty, the dynamics of the synchronization market that

affect the level of compensation are, in the case of Professor Landes's synchronization

benchmark, simply beside the point.

(ii) Competitive Pressures Affect Both
Synchronization and Master Use License
Transactions

441. The RIAA points to several dynamics in the synchronization market that

purportedly undermine the bargaining leverage ofirecord companies. 'In particular, the

RIAA points to: (1) the ability of licensees to acquire or produce alternate recordings of

songs, RIAA PFF $ 851; (2) the possibility that licensees will hire artists to re-record

their songs, id. $ 853; and (3) the availability of songs from "production libraries," where

music publishers own both the musical composition and'sound'recording copyrights,"~ id. ~

$ 857. None of these factors provide a reason for discarding the synch benchmark,

442. The RIAA has failed to prove that any of these factors drive the equal fees

paid for synchronization and master use licenses. With respect to the first two points

made by the RIAA, the.evidence is clear that there is 'a symmetry of competitive

pressures on both the side of the recording and the cotnptisitiod: Synchronization'icenseescan choose among many different songs'nd many different'recordings and can

substitute one for another, as the RIAA's own witness, Mr. Pascucci, testified. '5/7/08Tr't

5293-95 (Pascucci). In addition, as Professor L'andes explained,'[flew songs are so

unique that a commercial or movie can use only that song to convey a particular

message." Landes WRT (CO Trial Ex. 406) at 31. Although the RIAA claims that

frequently "there are only a limited number of compositions that would work in a given'79



film or television show," RIAA PFF 'g 856, there is nothing in the record that supports

that claim. Mr. Pascucci himself testified that he had no idea whether licensees had more

choices for suitable recordings than compositions. See 5/7/08 Tr. at 5293-94 (Pascucci).

443. Moreover, just as a potential master use licensee can produce a cover

recording, it can avoid the need for a synchronization license by creating a new musical

composition through a work-for-hire arrangement. 2/11/08 Tr. at 2457-58 (Landes). The

RIAA has provided no empirical data demonstrating that licensees prefer to record cover

versions to acquiring the rights to existing master recordings. Landes WRT (CO Trial

Ex. 406) at 31-32. In fact, producing a cover version "is in itself a costly enterprise" that

serves to reduce licensees'ncentives to pursue that course. Id. at 32.

444. The RIAA's suggestion that record companies'everage is undermined by

the possibility of a re-recording does not square with the evidence. In fact, record

companies constrain the ability of their recording artists to engage in this activity. For

instance,

; see also 5/7/08 Tr. at 5298-99 (Pascucci).

445. Similarly, the equal division of fees cannot be explained by the fact that

some publishers have production libraries. Publishers compete with one another, so if a

publisher has a production library, it will constrain the ability of record companies and

other publishers to market their rights for higher prices. This necessarily follows from

the fact that production libraries hold cheaper sound recordings and that the norm in the
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market is for master use licenses to sell for exactly the same price as synchronization'icenses.Thus, if there is a cheaper sound recording, this will push down the price of the

composition, which in turn will constrain the ability of competing Copyright Owners to

sell their compositions to the same music supervisor or producer at higher rates.

446. Perhaps more importantly, if the RIAA were correct that there were

asymmetrical competitive pressures that sometimes disfavor record companies, then one

would expect to see some meaningful variation in the market between the division of 'ynchronizationand master use fees. There is no such variation. As Mr. Pascucci put it,

synchronization licenses are acquired for the same fee as master use licenses "greater

than 90 percent" of the time. 5/7/08 Tr. at 5300 (Paseucci). Professor Landes's content

pool analysis is based on what occurs in this vast majority of transactions—when

Copyright Owners receive half of the total content fees paid by'ynchronization

licensees—and is not affected by what occurs in marginal cases where publishers may be

able to obtain more favorable divisions.

The RIAA Has Not Provided Sufficient Evidence
to Conclude that Artists Inflate Synchronization
Payments at the Expense of Master Use
Payments

447. The RIAA further argues that recording artLsts have an incentive to drive

up the synch rate at the expense of the master use rate." RIAA PFF $ 860. This

argument relies on a series of unsupported assertiensl

448. First, the RIAA's argument is premised on the claim that "[m]any" artists

have provisions in their recording contracts that require their consent before their

recordings are used in movies, television shows and advertisements, and that "[a]rtists

can use these consent rights to exert considerable control over the rates and terms of the i
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master use licenses." RIAA PFF $ 860. The RIAA relies on the testimony of

Mr. Pascucci for this claim, but the evidence does not bear out his claim. Mr. Pascucci

testified that, in fact, artists typically are not involved in negotiating synchronization and

master use licenses. 5/7/08 Tr. at 53.02 (Pascucci).

449. Second, the RIAA argues that artists tend to recoup their advances from

publishers more quickly than they recoup the advances from record companies,

incentivizing them to shift their compensation to the synchronization license. RIAA PFF

g 861. Again, the RIAA relies on the conclusory testimony of Mr. Pascucci for this

claim, but there is no independent empirical evidence in the record to support it.

(iv) The Promotional Benefits of Synchronization
and Master Use Licensing Do Not Affect the
Division of Fees

450. The RIAA additionally argues that record companies may "in appropriate

circumstances, accept lower prices for master use licenses for individual sound

recordings because of the promotional opportunities provided by the master use license."

RIAA PFF $ 863. Like the RIAA's other arguments, this is beside the point.

451. First, the promotional benefits created by the use of a recording in a

television, movie or commercial accrue to both the sound recording and the musical

composition. Thus, there are incentives on both the part of the synchronization and

master use licensor to have their music selected. Second, the "lower prices" that record

companies might sometimes accept do not affect Professor Landes's content pool

analysis. His assessment of the content pool division in the synchronization market
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addresses only the vast majority of cases in which record companies receive exactly what

the Copyright Owners receive.

(v) The IUAA's Argument Concerning Sunk Costs
Does Not Undermine the Synchronization
Benchmark

452. Finally, the RL.M continues to claim that the fees paid in the

synchronization market are distorted becau,se record companies frequently negotiate ~

master use licenses at a time when the cost," of producing a sound recording have already

been sunk. RIAA PFF 'g 865-70. According to the'.RAW, because master use licensing

"is difficult to predict," id. g 866, the: costs incurred to produce a sound recording "would

not play the same role in bargaining over synch rights" as it does when record companies

negotiate over mechanical rights, id. g 867. For many of the reasons the Copyright

Owners addressed in their.Proposed Findings of Fact, this argument is meritless.

453. First, it bears noting that the RIAA's theory telies heavily on a

"bargaining theory" proffered by its principal rebuttal economist, Professor Wildman,

without any empirical support. See Wildman WRT (RIAA Trial Eix. 87) at 15-16;

5/12/08 Tr. at 5936-37 (Wildman). The notion advanced by Professor Wildman that

record companies would "take less in the sync market," 5/12/08 Tr. at 5950 (Wildman),

is unsupported by the record. Not a single record company witness offered any evidence

that record companies would do anything less than seek to maximize their share of

synchronization revenue. Indeed,, Mr. P'ascucci, the record company witness called on

rebuttal expressly to attempt to rebut the utility of the synchronization benchmark,

explained that when his company negotiiates master use licenses, its "[p]pnmary goal is

maximizing revenue." 5/7/08 Tr. at.5277 (:Pascucci). This testimony is expected given

all of the record companies'laims about the neecl to generate revenue in the face of
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declining CD sales. Cf. SDARS, 37 Fed. Reg. at 4090 (discussing record company

witnesses'estimony about maximizing all revenue streams).

454. Professor Wildman's theory also conflicts with his prior testimony in the

Webcasting I proceeding. There, Professor Wildman testified that it "flies in the face of

economic theory" to price webcasting performance rights on the assumption that record

companies have already sunk their costs by the time they generate income from that

revenue stream. 5/12/08 Tr. at 5947-48 (Wildman). The RIAA attempts to reconcile the

contradiction in Professor Wildman's testimony by arguing that "weboasting is different

from synch rights in that it is a mode of delivery of a sound recording so its price should

reflect forward-looking costs and the repeated sinking of costs." RIAA PFF $ 869. In

essence, the RIAA asks the Court to conclude that synch is the one market where record

companies are willing to "take less," 5/12/08 Tr. at 5950 (Wildman). There is no basis in

the record upon which to draw such a conclusion.

3. Use of the Audio Home Recording Act as a
Corroborative Benchmark is Sound

455. The Audio Home Recording Act 17 U.S.C. gg 1001-1010 (2008)

("AHRA"), provides corroboration for Professor Landes's range of reasonableness. See

CO PFF 'g 541-42. As he explained, the AHBA provides royalties from the sale of

digital recording devices to the copyright owners of musical compositions and sound

recordings. Landes WDT (CO Trial Ex. 22) at 24. Passage of the law was motivated by

concerns within the music industry that new digital recording devices would permit

consumers to easily make high-quality digital copies of music, adversely affecting the

market for audio recordings. Id. The AHBA provides that royalties collected from the

sale of specified digital recording devices are split one-third for the "Musical Works
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Fund" and two-thirds for the "Sound Recording Fund." Jd. Based on this division,

Professor Landes concluded that under the AHRA, owners of musical compositions

receive one-third of the content pool. Id. In addition to these royalty funds, the AHA.

requires digital audio recording devises to incorporate copy protection technology.

17 U.S.C. 5 1002.

456. The RIAA does not appear to dispute that the royalty division embodied in

the AHBA was determined through a voluntary agreement among the relevant rights

holders. See Landes WRT (CO Trial Ex. 406) at 32. Rather, the RIAA argues that the

allocation of royalties in the statute was distorted because the record companies were

more interested in the copy protection than royalty provisions of the statute. RIAA PFF '

876. As a result, the record companies agreed to give publishers and songwritersan'outsize
share" in order to gain their agreement to the legislation. Id.

457. The only support cited by the RIAA is a report from the House of

Representatives written just prior to passage of the AHBA. Id. (citing H.R. Rep. No

102-873 (1992)). No provision of this legislative history supports the conclusion that

copyright owners of musical compositions were given "an outsize share'" of the royaley

pool. See H.R. Rep. No. 102-873. Indeed, given that the fund was estimated at the one,

to generate $73 million in gross royalties during its first year, and $105 million the year

after, H.R. Rep. No. 102-873 (II) at 6, it is unlikely that the record companies did

anything less than any rational economic actor would do: seek to acquire as great a seward

as possible.

458. The RIAA and DiMA also criticize the AHBA on the ground that the

royalty division was technically not set by a market. RIAA PFF $ 877; DiMA PFF $ 350.
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Though true, the RIAA and DiMA simply overlook the testimony of Professor Landes on

this point. As Professor Landes explained, although the AHRA "is not strictly the result

of a voluntary exchange in a competitive market, it reflects the outcome of a compromise

among competing interest groups in the legislative context and thus provides evidence of

the relative value of copyrighted songs and sound recordings." Landes WRT (CO Trial

Ex. 406) at 29; see also Landes WDT (CO Trial Ex. 22) at 24. Inferences from such

legislation are fully consistent with principles of "economic analysis of law" and

"scholarly work on the legislative process." 2/7/08 Tr. at 2106 (Landes).

459. In addition, the RIAA and DiMA observe that the AHBA is not related to

the mechanical royalty rate. See RIAA PFF 'g 879-80; DiMA PFF $ 349. Yet this is

precisely why Professor Landes found it probative. As he explained, it makes little sense

to look within markets covered by or related to Section 115 as evidence of the market rate

for mechanical rights. See Landes WDT (CO Trial Ex. 22) at 22-23; 2/7/08 Tr. at 2080

(Landes). By definition, the prices in those markets will be influenced by the statutory

rate.

460. Finally, the RIAA claims that there is a dearth of evidence concerning the

history of the AHBA and the negotiations leading up to it. RIAA PFF 'g 882-83.

Professor Landes, however, first addressed the AHBA in his written direct testimony,

Landes WDT (CO Trial Ex. 22) at 24, and the RIAA was free to present evidence during

the rebuttal phase of this proceeding on any aspect of the AHRA concerning its relevance

for setting a mechanical royalty rate. The RIAA chose not to do so. As a result,

Professor Landes's testimony stands unrebutted.
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D. Professor Landes's Empirical Work is Sound and
Provides Support for a Rate Increase

461. The RIAA and DiMA each take issue with einpirical studies performed by

Professor Landes that show the need for a mechaiiicall rate ibcrhasb. Thd MM leQes a

series of criticisms concerning Professor Landes's study of discounted licensing through

HFA, claiming that Professor Landes inappropriately excluded: a large number of licenses

and that his analysis understates discounting. RIAA PFF g[ 1026.81. The evidence is to

the contrary. For its part, DiMA claims that Professor Landes's study of songwriter ~

income was methodologically deficient. DiMA PFF Q 290-92. But the evidence shows

that the issues identiTied by DiMA were fully addressed at trial and provide no reason to

doubt that songwriter income has been declining in real terms.

1. The RIAA's Criticisms of Professor Landes's
Analysis of the HFA Licensing Data are
Meritless

462. The RIAA attempts to undercut Professor Landes's testimony by taking

issue with his study of discounted mechanical licdnsilng through HFA'. We kIAA',claims

that Professor Landes misprocessed the licensing data that he received from HFAand,'hat

his exclusions of certain licenses during his study had the effect of misrepresent,

the trend in licensing under the statutory rate. RIAAiPFF 'gi1027. l Tlie record evidence

does not support this conclusion.

463. The RIAA's criticism is based exclusively on testimony proffered by

discredited witness David Alfaro, who the Court refused to qualify as an expert, 5/6/08

Tr. at 4976-77 (Sledge, C J.). The record shows that~the observations of Mr. Alfaro did

not affect Professor Landes's work or conclusions in any way. CO PFF Q 577-81.

Indeed, Professor Landes unequivocally rejected Mr. Alfaro's criticisms, testifying that
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they did not affect his results whatsoever. 5/20/08 Tr. at 7514 (Landes). As Professor

Landes explained to the Court, he and his staff reviewed Mr. Alfaro's testimony and

found it to be inaccurate or misleading in all respects. See 5/20/08 Tr. at 7514, 7396-

7401, 7543 (Landes). Professor Landes stood by all of the empirical work he presented,

as well as the conclusions he drew from that work. Id. at 7514.

464. And while the RIAA purports to draw a contrary conclusion, Mr. Alfaro

himself did not claim that the purported exclusions affected the results of Professor

Landes's analysis. As he put it on one of several occasions: "I don't have an opinion.on

what should or should not have been included. I am only reporting on what was excluded

and included in his analysis." 5/6/08 Tr. at 5041 (Alfaro); see also id. at 5014-15, 5041,

5053. As a result, Mr. Alfaro's testimony provides no basis for challenging any aspect of

Professor Landes's work.

465. The record shows that the RIAA's claims are either wrong, premised on

incorrect assumptions or irrelevant, and that many are based on distortions of Professor

Landes's testimony.

(a) Background on Professor Landes's Study of Discounted
Licensing

466. The Copyright Owners'roposed Findings addressed Professor Landes's

analysis of discounted licensing in detail. CO PFF 'g 569-76. We summarize here the

pertinent assumptions, parameters and conclusions.

467. Professor Landes conducted a study of HFA licensing to ascertain what

current mechanical license rates imply about the appropriateness of the statutory rate.

Landes WDT (CO Trial Ex. 22) at 28. Frequent discounting would indicate that the

statutory rate is above the average price that would obtain in a free market. Id.
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Conversely, infrequent discounting would suggest that the statutory rate.is lower than the

average rate that would be seen in a competitive market. Id.

468. Professor Landes analyzed the fraction of discounting below the statutory

rate in the data for HFA's physical and pertnanent download licenses„ I~L at 28-32, 39-

40, Figures 4-5 and 6-7. The jRPA.:ignores the stated parameters of Professor Landes's

study, repeatedly clakmiing—incorrectly—that Professor Landes conducted a study of

"digital" licensing. See, e.g., RIPA. PFF 'g 1039. As,explained below, such a broad study

of "digital" licensing would be both:infeasible and urtinkrnhatiVe.'ee inPa Section

VI.D.1.b.v.

469. Professor Landes conducted two separate studies of mechanical licensing

for physical phonorecords—one that excluded licenses issued under controlled

composition clauses and one that did. not. He found that the: fraction of non-controlled

physical licenses issued below the statutory rate had been generally declining over thej

period 1996 to 2005. C'0 PFF $ 572; see ai!so Landes WDT (CO Trial Ex. 22) at 30,

Figure 4. Professor Landes saw the same declining trend in discounting when he

weighted these licenses by the number of units sold. CO PFF ][ 573; see also Landes

WDT (CO Trial Ex. 22) at 31, Figure 5.

470. Professor Landes's rebuttal testimony reported an analysis that included

both controlled and non-controlled licenses for physical products. Landes VWT (CO ~

Trial Ex. 406) at 33-34. He found "the same pattern'l he had found in the data presented

in his direct testimony: "whether or not licenses for compositions'subject to controlled

compositions are inc;luded, the fraction of HFA licenses issued at less than the full

statutory rate has declined." Id. at 34.
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471. The decline in discounting led Professor Landes to conclude that the

statutory rate is constraining the market and that the average market rate is above the

statutory rate. Landes WDT (CO Trial Ex. 22) at 29-32 (study exclusive of controlled

licenses); Landes WRT (CO Trial Ex. 406) at 34 (study inclusive of controlled licenses).

472. Professor Landes also analyzed HFA's licensing data for permanent

downloads. He found that "the rate for virtually all permanent downloads of

noncontrolled compositions is the full statutory rate." Landes WDT (CO Trial Ex. 22) at

39; see also id. Figure 6, Figure 7. As with the data for physical products, Professor

Landes concluded that the statutory rate had acted as a ceiling on the rates that would be

negotiated for permanent downloads in the absence of a statutory rate. Id. at 39-40.

473. Although the RIAA claims that Professor Landes's conclusions "appear to

ignore the provision in the DPRA" that precludes the use of controlled composition

clauses to acquire mechanical licenses below the statutory rate, RIAA PFF $ 1038, the

RIAL ignores the fact that Professor Landes's analysis of permanent download licensing

addressed only "noncontrolled licensing." Landes WDT (CO Trial Ex. 22) at 39, Figure

6, Figure 7. Nothing in Section 115 prevents the record companies from negotiating

below the statutory rate for permanent downloads outside the context of controlled

composition clauses. See infra Section VII.C.1.d. An analysis of noncontrolled licensing

of permanent downloads is entirely sound and indeed highly probative of the

appropriateness of the current rate. See id.
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(lb) Each of the)RIAA's Criticisms of Professor Landes's
Study is Baseless or Without Merit

474. The evidence as a whole demonstrates that Professor Landes's analysis is'oundand provides support for an increase in the st'atuto'ry rate. Nothing in Mr. Alfaro's

testimony can overcome that conclusion.

(i) The RIAA Incorrectjly Claims that the Inclusion
of Controlled Licenses Would Have Altered
Professor Landes "s Conclusions

475. The RIAA claims that Professor Landes's exclusion of licenses issued ~

pursuant to controlled composition clauses tainted the analysis in iris direct testimony by

overstating the trend. in discounting. RZAA PFF g[ 1066-71. In fact, in tris rebuttal

report, Professor Landes included. all of HFA's controlled licenses in his study and found

that they did not alter his finding that discounting had declined over the 10-year period he

examined. Landes WRT (CO Trial Ex. 406) at 33-34. Mr. Alfaro claims that including

these controlled licenses "would have altered I)r. Landes's conclusions about the number

of licenses issued below the statutory rate." Alfaro WRT (IUAA 'I'rial Ex. 77) at 7. His'estimonyis not only rebutted by Professor Landejs's work, lit i& inconsistent with his

own.

476. Mr. Alfaro's analysis shows that, since 1996, the number of licenses

below the statutory rate for physical products has 'declined. RIKA PFF g 1067, PFF

Figure 60. Mr. Alfaro conceded as much when he testified. 5/6/08 Tr. at 5043 (Alfaro)

("A trend line specific to tins chajt over the entire period would be downward sloping.").

The RIAA ignores this ten-year trend by focusing only on what happened between 2003

and 2005. RIAA PFF $ 1067. Thus, Mr. Alfaro'5 mme corhprehensi've review of the

data supports the conclusion reached by Professor Landes.

191



477. The RIAA further claims—incorrectly—that if controlled licenses were

included in Professor Landes's first study, "it is no longer true that the average rate for

physical licenses is closer to the statutory rate in later years than in early years" and "[t]o

the contrary, the two increase at about the same rate, and in fact begin to diverge in

2004." RIAA PFFFT 1068. But the figure submitted by the RIAA to support that

argument—PFF Figure 61—demonstrates the opposite. The difference between the

average rate for physical licenses and the statutory rate is smaller in 2005 than in 1996.

See id., PFF Figure 61. Mr. Alfaro so conceded at trial, acknowledging that the gap

between the average rate and the statutory rate in 2005 was "roughly half'f what it was

in 1997. 5/6/08 Tr. at 5047 (Alfaro); see also id. at 5046 ("It appears that the gap did

decrease over time."). The RIAA's Proposed Findings treat this testimony as if it never

occurred.

478. The RIAA further claims that "had Dr. Landes included controlled

licenses... the differential in the average rate would increase during the period Rom

2000-2005." RIAA PFF 'g 1069. Yet this analysis merely shows that when discounting

occurs, the discounts have become slightly higher. See id. Unlike an effective rate

calculation, this does not say anything about the average statutory rate when rates in both

discounted and undiscounted licenses are considered. See 5/6/08 Tr. at 5049-50 (Alfaro).

Thus, by the RIAA's logic, if there were 500,000 licenses at 75% of the statutory rate in

1996, and just one license at 50% of the statutory rate in 2005, "the differential in the

average rate would increase."

(ii) There is No Basis for the Claim That The HFA
Licensing Data Contained "Substantial Gaps"
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479. The RIAA claims that there were "substantial gaps in the license number ~

sequencing maintained by HFA, suggesting that there may be a substantial amount of

data missing from Dr. Landes's data pool." RIAA PFF $ 1046. The evidence does not

support the suggestion.

480. The RIAA points only to gaps in the license numbers that HFA provided

to Professor Landes. RIAA PFF $ 1046. Yet Mr. Alfaro conceded that he cannot say

with certainty that gaps in the license number sequencing are caused by missing HFA

data." Alfaro WRT (RIAA Trial Ex. 77) at 3. He acknowledged that if HFA used

different sequences of initial license numbers to represent different years when licenses,

are issued, then many gaps would be expected. 5/6/08 Tr. at 5013 (Alfaro). Mr. Alf&o ~

further admitted that he had no knowledge regarding HFA's practice of voiding licenses

when it is subsequently discovered that they weref granted for the wrong songs. Id. at

5014-15. He conceded that this too could have explained the gaps he observed. Id. As a

result, Mr. Alfaro cannot support the claim that the gaps were due to missing data. Heis'erely
speculating.

(iii) The RIAA.'s Claim that Professor Landes's
"Data Dictionary" Was Plawed is Baseless

481. The RIAA argues that Professor Landes's study was corrupted by a flawed

"data dictionary," which the RIAA claims was "false and misleading." RIAA PFF

$ 1053. These claims are little more than an atteinptito mask the mistakes of Mr. Alfaro,

who was required to submit corrected testimony because he misread the data underlying:

Professor Landes's work.

482. Critical to an assessment of the RIAA's claims is the evidence of

Mr. Alfaro's inexperience utilizing the statistical packages that foe@i 4e basis of his
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testimony. He has never written an expert report about STATA, the statistical package

used by Professor Landes to produce his study. 5/6/08 Tr. at 4964 (Alfaro). Nor has he

ever prepared an expert report that required the use of SQL, the statistical package that

Mr. Alfaro used to analyze Professor Landes's work. Id. at 4965-4966. As the Court

observed, Mr. Alfaro was not even in a position to legitimate the results of SQL. 5/6/08

Tr. at 4977 (Sledge, C.J.).

483. Mr. Alfaro's inexperience led to the creation of an initial report that was

so riddled with errors that he was forced to submit corrected testimony prior to his

appearance before the Court. 5/8/08 Tr, at 4979-85 (Alfaro). The source of these errors

was Mr. Alfaro's misprocessing of a "data dictionary" that he received as backup to

Professor Landes's work. 5/8/08 Tr. at 4979-85 (Alfaro). This data dictionary was used

to convert raw HFA licensing data into a form that could be manipulated and analyzed by

statistical software. Although Professor Landes worked with that data dictionary in the

statistical package STATA, Mr. Alfaro chose to work with it in SQL. Id. at 5021-22; see

also Alfaro WRT (RIAA Trial Ex. 77) at 2-3. Due to differences in how STATA and

SQL handle the type of data dictionary Professor Landes employed, Mr. Alfaro's use of

SQL led him to misprocess the data. See 5/8/08 Tr. at 5022-25 (Alfaro).

As a result of his carelessness, Mr. Alfaro's initial testimony made two central claims
that, by his own admission, turned out to be wrong. First, Mr. Alfaro inaccurately
claimed that Professor Landes had failed to account for 144 "configuration codes,"
which identify in the HFA data the type of products associated with a particular
license. 5/6/08 Tr. at 5034-35; see also Alfaro WRT (RIAA Trial Ex. 77) at 4.
Second, Mr. Alfaro claimed that Professor Landes had excluded 215,000 licenses
from his analysis because they lacked a configuration code. Id. at 5018-21. This
claim was also inaccurate and, as Mr. Alfaro acknowledged, the result of his
mishandling of the data. See id.
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484. Mr. Alfaro was alerted to the flaws in his first study only through counsel

for the Copyright Owners. 5/6/08 Tr. at 4984, 5030 (Alfard). He has ne'ver spoken with

anyone at HFA about any aspect of tlhe data. Id. at 5010. And, notwithstanding the

RIAA's claims to the contrary, RIAA PlFF '( 1056, he, fai.led to conduct even basic

diagnostic tests that might have alerted him to the relevant differences between the

statistical packages. See id. 5/6/08 Tr. at 5030-32 (Alfaro).

485. Rather than take responsi.biliity for his own inexperi.ence and error,

Mr. Alfaro seeks to pin responsibility on Professor Landes, cia:iming that he wa.s supplied

with a "false and misleading" data dictionary. RLA.A PFF 'J[ 1053. He was provided with

nothing of the sort. As Mr. Alfaro conceded, if he had used the STATA software that

Professor Landes employed, he would h.ave reached the exact same results. Id. at 5058;

see also td. at 5022 ("Tlhere are irkerent issues across programs that are

undocumented."). As he acknowledged, the type of data dictionary at is. ue is simply

processed differently in SQL than it.is in STATAL Id,. att 5022&25.~ Professor Landes, ~

. who did his work in STATA, would have had no reason to believe that Mr. Alfaro would

have chosen to use a different program to duplicate his work.

486. The RIAA also claims that if Mr. Alfaro had used STATA rather than

SQL to duplicate Professor Landes's work, he wduldl hake hushla&sified 'approximately

30,000 licenses a.s plhysical "when, in fact, they m.ay be digital." ISA PFF $ 1054.

Tellingly, this claim appears nowhere in Mr. Alfa«o's (corrected) report. See Alfaro

WRT (RIAA Trial Ex. '77). It wa.s made for the first time during lus testimony before the

Court. See RIAA PlFF ']kg 1053-56 (citing only Mr. Alfaro's live testimony). To this day~

it has never been backed up by any testable analysis by Mr. Alfaro, yet the RIAA asks the
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Court to take it on faith that—this time—Mr. Alfaro has gotten it right. The RIAA is

entitled to no such presumption. If Mr. Alfaro and the RIAA wanted to make this claim,

they should have done it pursuant to this Court's rules—in Mr. Alfaro's written

testimony. See 37 C.F.R. g 351.11 (requiring written rebuttal statements to be filed "in

the same form and manner" as written direct statements); id. f 351.4 (requiring written

direct statements to include "all testimony"). On the record as it stands, Mr. Alfaro's off-

the-cuff testimony is entitled to no weight.

(iv) Professor Landes's Exclusion of "Orphaned
Licenses" Was Justified

487. The RIAA claims that Professor Landes "excluded over five thousand

licenses (5,192) ["orphaned records"] on the basis that HFA failed to identify a

configuration code for them." RIAA PFF $ 1063. The RIAA inaccurately suggests that

the absence of this information resulted in the omission of relevant data from Professor

Landes's study. See RIAA PFF $ 1063.

488. In testimony the RIAA does not mention, Mr. Alfaro conceded that he had

"no opinion" on whether the omission of these licenses altered Professor Landes's

results. Id. at 5019. And with good reason: by its terms, Professor Landes's study deals

only with licensing of physical products and permanent downloads. There is no way to

determine for what type of product a license has been issued if it lacks such a

configuration code. See Alfaro WRT (RIAA Trial Ex. 77) at 4.

489. Further, these 5,192 licenses accounted for just.07% of all licenses in the

HFA database. Alfaro WRT (RIAA Trial Ex. 77) at 4. At trial, Mr. Alfaro conceded that

this was "a very small percentage" of the nearly 8 million licenses contained in the data.

196



5/6/08 Tr. at 501'9 (Alfaro). By definition, the omission of this tiny fraction could nott

have altered the results of Professor Landes's study.'90.

The IUAA compounds its error by claiming that of this meager numbetof'icenses,

"most were licenses that had rates that were discounted below the statutory

rate." RIAA PFF 'j[ 1063. In fact, just eight of these were identified with rates of

"reduced" or "controlled" and thus could reasonably have been called "discounted."

Alfaro WRT (RLAA Trial Ex. 77) at Appx. B; see also 5/6/()8 Tr. at 5051 (Alfaro).

Nearly 1,000 were marked as "statutory," while the balance were marked as "Other N~on&

Stat / Negotiated'" or, in one case, "CV TBD." Alfaro WRT (RJAA Trial Ex. 7'7) at

Appx. B; see also 5/6/08 Tr. at 5051-52 (Alfaro).

491. The IUAA has no evidence to support its claim that licenses categorized

with rate types of "Other Non-Stat / Negotiated" were issued below the statutory rate,~

only another assumption by Mr. Alfaro. See 5/6/08 Tr. at 5052-53 (Alfaro) ("I assume

that negotiation means negotiating less than statutory"). The claim assumes that HFA

licenses only Section 1]I.5 products and only at the statutory rate, but the evidence sho'ws

otherwise. For instance:, HFA entered into a number of agreements prior to the Ringtones

Opinion that licensed musical compositions for use as ringtones and mastertones. See

CO Trial Ex. 11, CO Exs. 18-22, 24, 28, 29, 34, 36-39. Many of these agreements

contain a minimum denominated as a percentage of revenue, but in all cases, there is a

penny rate or penny minimum. at or above JI.O cents—above the Section 1.15 statutory rate.

See id. Mr. Alfaro knew nothing about these ringtone agreements. 5/6/08 Tr. at 5052-53

(Alfaro). Nor could Mr. Alfaro rule out the: possibility that HFA handles other types of
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licensing for the exploitation of musical compositions for non-Section 115 uses, id. at

5054, which by definition need not contain rates at or below the statutory rate.

(v) Professor Landes Justifiably Excluded "Other
DigitaP'icenses

492. The RIAA also criticizes the exclusion from Professor Landes's study of

four million licenses processed and categorized as "other digital." RIAA PFF 'j[ 1064-65.

Once again, there is no evidence that this was improper. In fact, Mr. Alfaro testified that

he had "no opinion" about whether these licenses should have been included, 5/6/08 Tr.

at 5041 (Alfaro), and the RIAA does not claim otherwise, see RIAA PFF $$ 1064-65.

Nor could they: the vast majority of the licenses were for "Covered Services," that is, for

subscription services licensing limited downloads and interactive streams, not permanent

downloads. 5/6/08 Tr. at 5040 (Alfaro). As a result of the rateless deal made by the

NMPA in 2001 to launch those services, CO PFF g 125, those licenses had rates

denominated as "CV TBD," that is, to be determined. 5/6/08 Tr. at 5042 (Alfaro); see

Israelite WDT (CO Trial Ex. 11), CO Exs. 3, 46, 47, 48 (defining subscription services as

"Covered Services" and providing rateless licenses).

(vi) The RIAA's Claims About Professor Landes's
Classification of Physical Licenses Are
Unsupported by the Record

493. The RIAA claims that Professor Landes's classification of physical

licenses is "both overinclusive and underinclusive." RIAA PFF g 1079. The first claim

is inaccurate; the second provides no reason to discount Professor Landes's work.

494. First, the RIAA claims that Professor Landes's physical license pool was

"overinclusive because it includes licenses for formats that are actually digital formats."

RIAA PFF $ 1080. It did not. Professor Landes explained that certain digital
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configurations were classified as "physical" in an interim step ih his analysis, but they

were excluded from his analysis on alternative ground~namely, that they 1'ached 'any

identifiable rates. See 5/20/08 Tr. at 7396-7401 (Landes). As Mr. Alfaro noted, the

majority of these licenses were identified with configurations for "Streaming"—licenses

that contained no rates. See Alfaro WRT (RIAA Trial Ex. 77) at 11 (noting that these

licenses had no rate descriptions); supra Section VI.I3.1.b.v (discussing rateless licenses

issued by HFA for on-demand streaming). The suggestion that Professor Landes

erroneously included digital licenses in his study hf dliscbunlting of physical Pro'ducts is

"completely incorrect." 2/1 1/08 Tr. at 7401 (Landes).

495. Second, the RIAA claims that the physical license pool was

'underinclusive"because if a license had both a configuration for 'a physical product and~

a permanent download, it was classified only as a impermanent download. RIAA PPF'g
1081. However, had Professor Landes counted these licenses as, both permanent

download and physical licenses, it would have provided 'even further evidence that

discounting is decreasing because the licenses he supposedly excluded, licenses for

permanent downloads, are virtually all at the statutory rate, Alfaro WRT (RIAATOal'x.

77) at 9, 5/6/08 Tr. at 4999 (Alfaro), Landes WDT (CO'Trial Bx. '22) at Fig'ures 6-'7.

(vii) The RIAA Incorrectly Claims that Professor i

Landes Improperly Excluded Over 735,000
"Discounted" Licenses From His Analysis of l

Physical, Non-Controlled Licenses

496. The RIAA also criticizes Professor Landes for excluding from his analysis

of physical, non-controlled licenses more than 735,00~0 licenses "because the rate is listed

as negotiated or the rate description is listed as reduced but theiexact amount of the rate is

not specified." RIAA PFF $ 1073. But it is incorrect to assume that these "negotiated"
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licenses were issued for rates below the statutory rate. As result, it is incorrect to assert

that their exclusion "definitively altered the outcome of Dr. Landes's analysis." Id.

$ 1074. It is particularly incorrect to do so because, as the RIAA acknowledges, many of

those licenses were not for physical product. RIAA PFF g 1075.

(viii) Professor Landes's Study Was Based on Robust
Data

497. The RIAA further claims that Professor Landes's analysis is limited

becauseit focuses only onHFA. RIAAPFF$ 1030. Moreover, according to theRIAA,

the declining trend in discounting may simply be attributable to HFA's declining market

share because discounting occurs more frequently when copyright users license directly

from Copyright Owners. Id. 'g 1031-36.

498. The RIAA's claims overlook the undisputed fact that Professor Landes's

study focuses only on HFA and that his analysis included millions of licenses that were

provided to copyright users over the course of a decade. See 2/7/08 Tr. at 2111-12

(Landes); Alfaro WRT (RIAA Trial Ex. 77) at 6. The head of NMPA testified that HFA

represents "between 65 to 85 or 90 percent of the market," including "thousands and

thousands of publishers." 2/4/08 Tr. at 1384 (Israelite).

499. Moreover, the evidence does not support the claim that HFA's market

share has declined significantly over the period covered by Professor Landes's study.

Mr. Alfaro conceded that he did not know whether Professor Landes's study had been

affected by any such decline. 5/6/08 Tr. at 5057-58 (Alfaro). In addition, the RIAA cites

the purely speculative testimony about HFA's market share from Mr. Finkelstein. RIAA

PFF 'g 1033; A. Finkelstein WRT (RIAA Trial Ex. 84) at 29. The only numbers put

forward by the RIAA purport to show a decline in licensing through HFA by just one
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record company, Universal, but the period covered by those numbers (2001-2007), RIAA

PFF $ 1032, is not the same as the period in Professor Landes's study (1996-2005) and

cannot be used to make any inferences as a result.i The RIAL also claims that WMG

labels "showed a similar drop," RIAA PFF $ 1032, yet the decline'covers aii un'specified,

time period, rendering it even less useful. Santisi WRT (RIAA Trial Ex. 78) at 25.

500. The RIAA has not produced any data showiiig that Professor Landes's

analysis does not hold true on an industry-wide basis. Not one of the 11 record company,

executives who appeared before this Court produced any data showing a'decline in

HFA's market share, even though such information, if it existed, would be in. their

possession. See, e.g., 5/6/08 Tr. at 5056-57 (Alfato).'ather, the RIAA relies on

speculative testimony from fact witnesses with na empirical data, and figures from two

record companies that do not cover the period addressed by Professor Landes's study.,

(c) Conclusion

501. The RIAA's claims regarding Professor Landes's processing of the,HFA

licensing data are unsupportable. The RIAA relies exclusively on the work of

Mr. Alfaro, but his ignorance of relevant facts in evidence, in conjunction w'ith

assumptions that are unsupportable, corrupt his entire testimony. Moreover,'r. Alfato'tatedrepeatedly at trial that he had no opinion regarding whether Professor Landes's

exclusion of the various categories of licenses was inappropriate. '5/6/08'r.'t '5014-15,

5041, 5053 (Alfaro). Professor Landes confirmed that any such suggestion would.be.

wholly inaccurate. 5/20/08 Tr. at 7514, 7396-7401, 7543 (Landes). In short, the RIAA's

claims are meritless.
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2. DiMA's Criticisms of Professor Landes's
Songwriter Income Study Are Meritless

502. DiMA's Proposed Findings take issue with the songwriter income study

included in Professor Landes's Written Rebuttal Testimony. DiMA PFF $Q 290-92.

According to DiMA, the "errors in Dr. Landes's mechanical royalty study, and his

inadequate efforts to correct them at the eleventh hour, raise questions about the overall

reliability of Dr. Landes's conclusions and their utility to the Court." DiMA $ 292. The

evidence does not support this faulty inductive reasoning.

503. Professor Landes's songwriter income study is addressed in detail in the

Copyright Owners'roposed Findings of Fact. 'g 265-79. We summarize here the

relevant aspects of the study's methodology and Professor Landes's conclusions.

504. To assess trends in songwriter income, Professor Landes conducted a

study of nearly 10,000 songwriters from Universal Music Publishing Group. Landes

WRT (CO Trial Ex. 406) at 8. His data revealed that songwriter income has been

declining and that a substantial number of songwriters depend heavily on income from

mechanical royalties. Id.

505. Professor Landes analyzed both mechanical royalty income and total

royalty income earned during the period 2000 to 2006 by songwriters whose

compositions were administered by UMPG. Id. He examined two groups of songwriters:

(1) a "full songwriter sample," which contained 9,438 songwriters whose songs had

reported royalty earnings in every year from 2000 to 2006; and (2) a "songwriter

subgroup," a group of 4,164 songwriters that remained from the full songwriter sample

after excluding the 95 songwriters in the top one percent of all royalty earners

(songwriters who earned on average more than $~ per year) and the 5,179
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songwriters who on average earned less than $NN per year. See id. at 8-9. ProfessOr

Landes analyzed both the average and median royalty earnings of these sets of

songwriters. See id. at 8-10.

506. Professor Landes's study yielded three principal findings. First, Professor

Landes found a decline in mechanical royalty income caine'd by UMPG songwriters over

the period 2000 to 2006. CO PFF g 272-74; see also Land~es WH.T (CO Trial .Ex. 406)'t
8-9; 5/19/08 Tr. at 7214 (L«ndes). Second, the pattern of'esults for trends in total

royalty income demonstrated that a reduction in mechanical royalty income would likely

reduce the earnings of many songwriters. CO PFF gg 275-77; see'also Landes WRT (C()

Trial Ex. 406) at 8. Third, Professor Landes found that s large number of songwriters

depend heavily on income from mechanical royalties. CIO PFF gg 278-79; see also

Landes WRT (CO Trial Ex. 406) at 11.

507. In an effort to dismiss Professo~ Landes's study, DIMA seizes on

Professor Landes's acknowledgment of certain data processing errors that occurred

during the execution of his study. DiMA PFF g$ 290-92. These issues, however, weke

fully addressed at trial, and the evidence shows that they did not affect the trends that

Professor Landes observed or the conclusions he drew. See 5/19/08 Tr. at 7124-31

(Landes).

508. Professor Landes testified that the issues that the RIAL identified had a

"[n]egligible" impact on his original work, id. at 7124, and that with respect to his

analysis of songwriter income over time, the principal effects of correcting the testimony

would have been (a) to increase the sample sizes in his study to include songwriters who

were mostly low-earners and (b) as a result, to decrease the absolute values of mean and
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median songwriter income, see id. at 7124-31. The trends in income in his original

testimony were unaffected. See id. Of the songwriters included in his original, admitted

study, Professor Landes explained that their earnings would "increase slightly" if the

RIAA's concerns were addressed, id. at 7125, and that this effect would only occur for

the data in the years 2005 and 2006, id. at 7127. Professor Landes reached these

conclusions by assigning proxy values for songwriters'oyalty income in 2005 and 2006

in the event that their earnings fell below the threshold values required to put their songs

in the top 99,999 Royalty or Income songs for those years. 2/19/08 Tr. at 7176-78.

509. DiMA suggests that Professor Landes's remediation was inadequate

because he was unable to acquire the full data from UMPG. DiMA PFF f292. But as

Professor Landes explained, the assignment of these proxy values was the most

conservative method possible, which meant that in many cases Professor Landes's

corrected study overstated what UMPG's songwriters earned in 2005 and 2006. 2/19/08

Tr. at 7176-78.

510. DiMA's second error is its claim that Professor Landes "acknowledged

that it is impossible to determine how many songwriters (and consequently how much

mechanical income) was [sic] excluded as a result of this error." DiMA PFF g 291.

Professor Landes clearly testified that when he reran his study with the proxy values, it

resulted in the addition of approximately 750 songwriters. 2/19/08 Tr. at 7176-79

(Landes). DiMA's claim that Professor Landes could not determine "how much

mechanical income" was excluded is likewise weak, because as Professor Landes

explained, his remediation assumed the highest possible mechanical income for those

individuals in his original and corrected studies. See id. at 7176-78.
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511. In short, DiMA has failed to show any justification for disregarding

Professor Landes's songwriter income study. The evidence'hows that although minor

data processing errors took place during the execution of the study, the impact of those

errors was negligible and did nothing to affect Profes'sorl Landeis's~conclusi6ns.'H.

The RIAA's Proposed Benchmarks A.r6 AkadamenlallyFlaw'ed'.

Overview

512. The RIAA claims that it has identified two "market" benchmarks: (1) the

effective mechanical royalty rate (i.e., the rate at which mechanical licenses are actually

paid in the market); and (2) the rate for the "first use" of musical compositions. See

RIAA PFF @ 575-667. In addition, although the RIAA seemingly abandoned Professor'eece
on rebuttal, it now also asserts that his interpretation of the 1981 CRT decision and

the 1997 settlement between the Copyright Owners and record companies provide

evidence for a reduction in the mechanical rate. See fd. g[ 662&911 And the RIAA~ argues

that international rates are appropriate benchmmks for the U.S. mechanical royalty rate'nd
that these too support a rate reduction. See id. Q 697-776. But the weight of the

evidence demonstrates that each of these purported benchmarks is flawed and provides

no basis for setting a statutory rate.

513. The Copyright Owners'roposed Findings of Fact explained in detail why

the effective and Qrst use rates are inappropriate benchmarks upon which to base a

statutory rate. See CO PFF 'g 675-98. The RIAA's Proposed Findings provide no

reason to conclude otherwise. Indeed, not a word; in the 650 pages submitted by the ~

RIAA comes to grips with the concession by Professor Wildman, the. architect of the

effective and first use rate benchmarks, that these rates are derivative rather than

independent of the statutory rate. See 5/12/08 Tr. at 5893 (Wildman) (the effective rate

205



"is not independent of the statutory rate" because negotiations for licenses "take place in

the context of the overhang of the statutory rate"); id. at 5894 (first use rates are

"influenced by the statutory rate"). As a result, the effective and first use rates fail the

fundamental test for any useful benchmark in this proceeding: they must be the product

of a market that is not constrained by a statutory license. As the Librarian observed, it is

critical to account for the "constraining effect the mechanical license has on copyright

owners in setting a value on their reproduction and distribution right." In re

Determination of Reasonable Rates and Terms for the Digital Performance of Sound

Recordings, 63 Fed. Reg., 25394-01, 25405 (May 8, 1998) ("PSS").

514. In resurrecting its reliance on the CRT's 1981 decision, the RIAA's prolix

Proposed Findings ignores completely the fundamental changes in the recorded music

industry in the last 30 years that render any reliance on that decision misplaced. As

Professor Teece conceded, the industry has undergone "transformational change" since

1981. 2/19/08 Tr. at 3640 (Teece). As a matter of simple logic, this concession

undermines the suggestion that a decision from nearly 30 years ago can be used as a

benchmark for the purposes of a proceeding today. See CO PFF g'g 665-66. And the

RIAA's Proposed Findings also completely fail to take into account that Professor

Teece's derivation of a 7.8% of wholesale revenue benchmark rate from that decision is

based on a flawed assumption that led him to abandon the 7.8% rate at trial. See CO PFF

gg 667-74. As Professor Teece admitted, his derived rate should have been 8.7% of

wholesale revenue, not 7.8%. 2/19/08 Tr. at 3683-84 (Teece). Similarly, Professor

Teece's analysis of the 1997 settlement between the record companies and the Copyright

Owners—which he claims implied a rate at the time of 7.1% of wholesale revenue, Teece
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WDT (RIAA Trial Eix. 64) at 28-29—relies on the baseless assumption that the parties

sought to tie the agreed-upon penny rate to the price of CDs.

515. As for international rates, the RIAA has failed to expl~un why rates set in'ifferentcountries under different laws and different mechanic'al licensing regimes

should provide a benchmark for setting a reasonable royalty for a compulsory license that

comports with the requirements of Section 801. (b). Moreover, the Copyright Owners'ave
already shown that the markets the RIAA has chosen—the U.K. and Japan—are not

appropriate comparators and that a more comprehensive review of'nternational ra'tes

provides no support for the, RIAA's claim that the U.S. meahanicall rate is unusually high.

See CO PFF g$ 709-25.

516. In support of these, flawed benchmarks, the RIAA's Proposed Findings

make a number of claims concerning the impact of c(&nttolled corrIpositi()n clauses and

the role of transactions costs that are unsupported by the weight of the evidence. In

particular, the RIAA claims that reduced mechani'cal ratios i!n c6ntl'oiled composition

clauses are reflective of'he "market rate" for rnecharucal rights. The RLAA ignores the

other forms of consideration that songwriters receive for these reduced rates, as well as

the evidence showing that contro!lied composition clauses are inextricably linked to the

statutory rate. In addition, the RIAA argues that transactions costs in the mechanical

licensing market prevent licensees from using the co&upulsory license (such that the

statutory rate cannot truly act as a ceiling) and that such'costs inhi'bit the ability of pities

to negotiate below the s;tatutory rate. The evidence is to the contrary. The record

provides no support for the claim that the compulsory license is prohibitively

burdensome. Moreover, the evidence makes clear that the transactions costs in the

207



mechanical licensing market do not prevent parties from agreeing to reduced mechanical

rates when it is in their mutual interests to do so. See, e.g., 2/5/08 Tr. at 1666-68 (Peer);

2/12/08 Tr. at 2704 (Firth); Faxon WRT (CO Trial Ex. 375) at 15.

B. The RIAA's Claim that this Court's Precedent Requires
a Benchmark "In Which the Exact Same Rights Are At
Issue for the Same Consumer Product" Is Wrong

517. There is a fundamental reason why the effective and first use rates fail as

benchmarks: the rates are derivative of the statutory rate. See CO PFF 'j[$ 675-98.

Having overlooked this fatal infirmity, the RIAA purports to find support for its

benchmarks in the Webcasting I decision, where "the CARP and the Librarian found that

a transaction for the exact product at issue—non-interactive webcasting—was the best

benchmark for setting rates and terms for the statutory license at issue and needed little

adjustment." RIAA PFF g 559. But the RIAA's reliance on Webcasting I is misplaced

and nothing in that decision counsels this Court to rely on rates that are derived from the

compulsory rate.

518. The RIAA's argument ignores entirely that in Webcasting I, both the

CARP and the Librarian concluded that an ideal marketplace benchmark "is one in which

no compulsory license exists." Webcasting I CARP Decision at 21; see also Webcasting

I Librarian's Decision, 67 Fed .Reg. at 45244 ("the rates should be those that a willing

buyer and willing seller would have agreed upon in a hypothetical marketplace that was

not constrained by a compulsory license") (emphasis added). As explained in

Section VI.C above, the Copyright Owners have proposed the only benchmarks not

influenced by the statutory rate for the compulsory license.

519. Second, although it is true that in Webcasting I, the CARP and the

Librarian "found that a transaction for the exact product at issue—non-interactive
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explained further below, the inferences that the RIAA draws from these elements of the'arketfind no support in the record. With respect to the RIAA's proposed first use

benchmark, the evidence is clear that first use rights are constrained by and intertwined .

with the statutory mechanical rate.

(a) The Statutory Rate Operates as an Effective Ceiling on
the Mechanical Royalty Rate

525. The RIAA argues that because the rates paid for mechanical licenses never

exceed the statutory rate, the true "market" rate for mechanical rights is below the.

statutory rate. Critical to this conclusion is the RIAA's claim that the compulsory license

"is not a viable option" and that "it does not and cannot operate as a ceiling." RIAA PFF.

$ 623. This claim is contradicted by fact and expert testimony presented by both the .

Copyright Owners and the RIAA, as well as being inconsistent with the CRT's

conclusion to the contrary in 1981.

526. As explained in the Copyright Owners Proposed Findings of Fact, see CQ

PFF 'g 558-61, economists put forward by both the Copyright'Owners and the RIAA

agree that the statutory rate acts as a ceiling on the rates,that can be negotiated for

mechanical rights. See Landes WRT (CO Trial Ex. 406) at,39 (explaining that "the

copyright owners cannot credibly hold out for a fee above the statutory rate, because i

everyone knows that statutory licenses at statutory raltes larel avhilable'o the record

companies"); Landes WDT (CO Trial Ex. 22) at 12 (noting that "In]o potential user will

offer to pay a publisher more for the right to use a composition than he has to pay if he

takes a compulsory license."); 5/15/08 Tr. at 6903-06 (K. Murphy) (testifying that

because even the "most desirable songs" are availabl'e at thb sthtutory rate throiigh the

compulsory license, the effect of the statutory rate is.to allow bargaining below, but not



above, the statutory rate); 5/12/08 Tr. at 5900 (Wildman) (agreeing that the statutory rate

"impose[s] a cap on what the marketplace might negotiate").

527. The economists'estimony was corroborated by fact witnesses for both the

Copyright Owners and the RIAA. Andrea Finkelstein of Sony BMG—who the RIAA

cites in support of its argument—testified that "[b]ecause there is the last resort of a

compulsory license (no matter how impractical), publishers and writers almost always

license use of any song at a rate no higher than the statutory rate." A. Finkelstein WDT

(RIAA Trial Ex. 61) at 6 (emphasis added). Indeed, contrary to the RIAA's suggestion

that the compulsory license is not a "viable option," RIAA PFF g 623, Ms. Finkelstein

stated clearly that if someone were to seek a rate above the statutory rate, "we would go

compulsory if we had to." 2/14/08 Tr. at 3382 (A. Finkelstein); see also 2/14/08 Tr. at

3328 (A. Finkelstein); 2/5/08 Tr. at 1420-21 (Israelite) (explaining that "the rate serves as

an artificial ceiling"). Rather than address this testimony, the RIAA simply ignores it.

528. All of this testimony, moreover, is consistent with the CRT's conclusion

in 1981 concerning the impact of the statutory rate in negotiations for mechanical rights

in the HFA and direct licensing market. The CRT held that copyright users "exploit the

statutory rate payable under a compulsory license to keep their mechanical royalty costs

as low as possible, fixing the [statutory rate] as a ceiling in all negotiations with copyright

owners, even for first releases." 46 Fed. Reg. 10466 at 10482. The evidence here shows

that, on this score, nothing has changed since 1981: Copyright users continue to use the

statutory rate available under a compulsory license "as a ceiling" when they negotiate

voluntary licenses with Copyright Owners. See CO PFF $'][ 558-64; e.g., A. Finkelstein

WDT (RIAA Trial Ex. 61) at 6; 2/5/08 Tr. at 1420-21 (Israelite).
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529. The %HAA nonetheless argues that if the market rate for mechanical rights

truly exceeded the statutory rate, there would be "some licensing above the statutory rate

because Copyright Owners woulcl be able to extract the &tatbtory rate plus the transaction

costs associated with the compulsory license" and "there, would be significant use of the

compulsory license because music publishers would demand market rates for voluntary ~

licenses, forcing record companies to resort to the compulsory license." RIAA PFF

'g 626. The RIAA's argument overlooks all of the evfidei&ce that explains why neither of

these things occurs and ignores the fact that the Copyright Owners aL&o benefit from 'voidingthe compulsory license.

530. First, as.Professor Landes explained, it would be difficult to charge a

premium for HFA and direct licensing in the form of a higher mechanical rate. Landes

WRT (CO Trial Ex. 406) at 37-38. This is because any purported savings in transactions

costs are incurred on a per-transaction basis, rather than on a per-copy, basis. Id.

531. Second, HFA and direct licensing "expands the deruand for licenses." Id.

Thus, it is in the Copyright Owners.'nterests to keep that process attractive and to induce

additional licensing that in turn generates additional i~ncome. Id.

532. Tturd., HFA and direct licensing provide benefits not only to record

companies but also to publishers, which benefit from~ efficiencies created through the use

of a central licensing clearinghouse. Id. at 38. Publishers benefit when copyright users

license through HFA because audits for late or unPaid rdyaltie& ar6 e6siei to conduct

when HFA serves as a conduit. See id. Alfred. Pedecine, the Senior Vice President and'hiefFinancial Officer of HFA, testiified that these audits result in the recovery of tens of

millions of dollars per year on behalf of publishers. See Pedecine WRT (CO Trial

213



Ex. 394) at 7. From 1990 to 2007, HFA collected over $430 million through audits of its

licensees. Id. at 6. Conducting these audits (andrecovering these substantial sums)

would be much more difficult if HFA did not induce licensing outside of the compulsory

scheme. See Landes WRT (CO Trial Ex, 406) at 38.

533. Fourth, as Judge Roberts observed, it is in the Copyright Owners'nterest

to charge no more than the statutory rate because such pricing discourages copyright

infringement. See 5/20/08 Tr. at 7283-84 (Roberts, J.). Not only does this increase

compensation paid for the legitimate exploitation of musical works, it reduces the need to

engage in costly anti-infringement litigation. See id.

534. Fifth, the RIAA asserts that the difficulties of compulsory licensing should

permit Copyright Owners to extract rates above the statutory rate, by charging a premium

for the savings in transactions costs that licensees see when they license through HFA or

directly through publishers rather than through the Section 115 procedures. But there is

no evidence that the costs associated with compulsory licensing are significant. 5/20/08

Tr. at 7280 (Landes). The witnesses put forward by the RIAA to claim the contrary

conceded that they could not quantify such costs. See 5/12/08 Tr. at 5900-02 (Wildman);

5/12/08 Tr. at 5745-46 (A. Finkelstein). Indeed, if, as Ms. Finkelstein testified, there is

always an implied threat to go compulsory if a publisher seeks more than the statutory

rate, that threat could only be credible to the extent that the costs of pursuing that route

are not onerous. See A. Finkelstein WDT (RIAA Trial Ex. 61) at 6; 2/14/08 Tr. at 3382

(A. Finkelstein).

535. In fact, the evidence that the RIAA cites to show "that the compulsory

license itself is not a viable option" does not support its claim. See RIAA PFF $ 623.

214



Ms. Finkelstein of Sony'MG offered only the conclusion that compulsory licensing was

more burdensome than HFA and direct licensing; she provided no quantitative evidence

concerning the additional transactions costs that a licensee would have to incur in order to

acquire a compulsory license. See A. Finkelstein WDT (RIAA Trial Ex. 61) at 5.

Professor Wildman simply echoed the conclusory claims of Ms. Finkelstein„yet like

Ms. Finkelstein, he provided no quantitative evidence of the transactions costs required

by compulsory licensing. See Wildman WRT (RI~AA Trial ~Ex.~ 87~) at 31, 33; see also

5/12/08 Tr. at 5901-»33 (Wildman) (conceding that he had done no empirical analysis of

the relative costs of compulsory and HFA and direct licensing), N'or did he acknowledge

(much less analyze) the benefits that accrue to publishers through:HFA and direct

licensing. The testimony of Mr. Em»mer of Shout» Records also failecl to demonstrate that

compulsory licensing is "not a. viable option," RIAA PFF $ 623. All that he said is that it

is "just simpler to go to Harry Fox." 5/13/08 Tr. at 6272 (Emmer). l»S. Israelite, the last

witness the RIAA cites, made a si.miiar point: Far from claiming that compulsory

licensing was infeasible, he testified tha't HFA made licensing easier in order "to facilitat&

licensing." 2/5/08 Tr..at 1301 (Israelite).

536. All of the evidence highlights the fundamental flaw of the, RIAA's

argument: There is no evidence to prove that tihe compulsory li.cense is anunrealistic'ption.

In fact, the IUAA's principal witness on this issue, Msi Finkelstein, has stated

just the opposite. Rather, in an effort to induce licensing for a variety of reasons, the

Copyright Owners and copyright users have settled on a well-functioning, streamlined

process for the administration of mechanical licenses that allows each of'he parties to

achieve efficiencies that might not be possible through the compulsory process. But that
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is far short of a showing that the compulsory license "is not a viable option," RIAA PFF

'g 623.

(b) The RIAA's Assertion That Publishers Bear the
Exclusive Burden of Administrating Mechanical
Licenses Is False

537. As further support for its claim that the market rate for mechanical

licenses is below the statutory rate, the RIAA claims that "Harry Fox—and the music

publishers and songwriters—~exc1usivel bear the transaction costs when record

companies obtain mechanical licenses from HFA, in the form of a commission taken

from the publishers'hare of the mechanical payment made by the record company."

RIAA PFF $ 613 (emphasis in original). According to the RIAA, "I'tjhat Copyright

Owners have taken on this burden at no cost and significant benefit to copyright users is a

reflection that the price paid for such streamlined licenses—9.1 cents—is actually above

the fair market value of the rights at issue." Id. g 615. This argument overlooks the

incentives on the part of publishers to induce HFA licensing and, in fact, is contradicted

by evidence that the RIAA itself put in the record about the costs to record companies of

HFA and direct licensing. See RIAA PFF $ 1415-22.

538. First, it is not only the "copyright users" who benefit from HFA's system

of licensing. That system provides substantial benefits to Copyright Owners. See supra

Section VII.C.1.a. The ease of HFA licensing expands the demand for licenses,

generating additional licensing income for publishers. Landes WRT (CO Trial Ex. 406)

at 38. HFA's system also generates additional benefits for Copyright Owners, including

but not limited to the facilitation of audits that have generated tens of millions of dollars

in royalty revenue each year. See id.; Pedecine WRT (CO Trial Ex. 394) at 6-7.

Moreover, a simple system to facilitate licensing discourages copyright infringement on
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the part of copyright users who might otherwise avoid acquiring a license at all, See'/20/08Tr. at 7283-84 (Roberts, J.).

539. Second, the RIAA's claim that Copydght Owners "exclusively" bear the

cost of administering mechanical licenses is undermined byi the RIAA's own submissions

The RIAA claims that "[t]he administration of mechanical licenses is a labor-intensive

enterprise that requires major investments by record companies." RIAA PFF $ 1415.

The RIAA describes the administration of voluntary mechanical li~censes as "expensive,"i

id. $ 1417, and claims that record companies "make significant investments in the

systems necessary" for voluntary mechanical licenses. Id. $ 1422. This evidence flatly

contradicts the assertion that the Copyright OWners bear'he "exclusive" burden of

mechanical licensing.

(c) Reduced Rates in Controlled Composition Clauses Do
Not Constitute a Valid Benchmark

540. Contrary to the RIAA's claims, see RIAA PFF @ 592-608, the use lof l

controlled composition clauses to obtain reduced mechanical rates is not evidence that the

market rate is below the statutory rate.. Rather, as explained in the Copyright Owners)

Proposed Findings of Fact, the rates paid for licerises issued undei'hese clauses are not

independent "market" rates because they are airivled lat als peart bf the negotiation of a

series of interdependent financial arrangements between'ecord companies and recording

artists. See CO PFF g[ 684-93.

(i) Rates Contained in Complex, Multi-Part Artist i

Contracts Cannot Be Used in Isolation as a
Benchmark Rate

541. Controlled composition clauses are just one element of complex, multi-

part artist contracts that govern a wide variety of rights.. See CO PFF + 686-89.
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Economists for both the RIAA and the Copyright Owners agreed that the rates in these

clauses are the result of trade-offs between other components of the agreement, as

opposed to independent market rates. See Teece WDT (CO Trial Ex. 64) at 29 (noting

that an "artist-songwriter [sic] would agree to [a controlled rate] only in exchange for

other financial benefits, such as a higher 'advance'ayment or a higher artist royalty

rate."); 5/12/08 Tr. at 5892-93 (Wildman) (testifying that controlled composition clauses

are part of artist agreements in which "a package of rights" are negotiated, including

artist royalty rates, advances, recording costs and other terms); Landes WRT (CO Trial

Ex. 406) at 35-36 (explaining that "[f]rom an economic standpoint, one cannot examine a

single term from a package agreement that governs such a variety of issues, because

parties to such agreements make trade-offs between various aspects of the agreement in

order to reach a final arrangement"); K. Murphy WRT (CO Trial Ex. 400) at 15-16

(testifying that "controlled composition rates cannot be viewed in isolation because the

parties to the artist agreements containing the controlled composition clauses are

concerned with "the total compensation package," not optimizing each individual term).

Mr. Faxon of EMI MP confirmed that trade-offs on the part of artists between various

components of artist contracts are routine. See 5/14/08 Tr. at 6412-13 (Faxon).

542. The artist agreements produced by the record companies are entirely

consistent with this testimony. The Sony BMG template recording artist contract covers

not only mechanical royalties, but critical aspects of the financial relationship between

the label and the artist such as
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~aaaaaaa . I.o

Trial Ex. 297. The )Vainer Music Group artist contract covers the same matters, as well

as ~aaaaaaa
~aaaaa. CO Trial E$ . f6. M)chpniclal tIoygties are just one

component of the complex web of financial arrangements between the recording artist

and the label.

543. The CRT took note of precisely this fact in its 1981 decision. The

Tribunal concluded that singer-songwriters "freely negotiate their entire royalty

packages, includi!ng both artist royalties and mechanical royalties."'6 Fed. Reg. at

10483 (emphasis added). As economists on both sides in this proceeding have testified,

and as Mr. Faxon confirmed as a matter of fact, it is just as true today that when artists

enter into recording contracts, they are negotiating an entire package of rights—the

constituents of which cannot be viewed in isolation.

544. In its Proposed Findings, the: RIAA makes two arguments in its failed

effort to attach independent economic significanck to codtrdlled rates,',

545. First, the RIAA argues that "recording contracts are expressly severable—

under the contract, each provision expressly and specifically stands on its own." RJAA

PFF Q 644. But the severability clause that the RIAA. points to is a standard contractual

provision that allows the remainder of a contract to be enforced when one provi.sion is

determined to be unlawful or unenforceable. See, e.g., Booker!v. Aobert HalfIntern, Inc.,

315 F. Supp. 2d 94, 106 (D.D.C. 2004). A severability provision does not imbue each

and every provision in a complex agreement with ~the~ significarIce ~of an independent
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market agreement. And no RIAA witness—including those charged with negotiating

such agreements, such as Mr. Kushner—came forward to claim the contrary.

546. Other agreements in the record prove the weakness of the RIAA's claim.

For example, the HFA/EMI Music mastertone agreement—covering just a single

product—has a severability provision. Israelite WDT (CO Trial Ex. 11), CO Ex. 24 at

19. To be sure, the purpose of that provision was not to ensure that each rate was

afforded independent significance; only one product at one rate is covered. A number of

other contracts in evidence also covering just one product have severability provisions as

well, further demonstrating the emptiness of the RIAA's argument. See, e.g., Israelite

WDT (CO Trial Ex. 11), CO Ex. 24 at 19, CO Ex. 18 at 16; Faxon WDT (CO Trial

Ex. 3), CO Ex. 223 at 20; Faxon WRT (CO Trial Ex. 375), Ex. F at 17.

547. Second, the RIAA seeks to skirt around the bundled nature of their artist

agreements by arguing that "the exchanges of consideration in a recording contract all

relate to the compensation to be paid for one end goal—the commercialization of one or

more sound recordings." RIAA PFF g 644. Professor Murphy put the lie to this

argument in his testimony. As he explained, when individuals negotiate multi-part

contracts relating to a single product, it is in precisely those circumstances where rational

economic actors will make trade-offs between various parts of the agreement. 5/15/08

Tr. at 6915-16 (K. Murphy). This is because the seller (in the case of a recording

contract, the artist) is principally concerned with total compensation for the entire

package of rights, not the value of any one component. Id. The same is not true where,

as in the case of the NDMAs, parties are pricing "many different transactions." Id. 6915.

In those situations, "there's a much greater incentive to make the [individual] prices in
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that contract come close to those that would happen in the market" because "[i] f you

underprice ones [sic]... everybody will gravitate toward buying the things that are

underpriced and nobody wjill want to buy the things that are overpriced." Id. 6916.

548. In short, reduced rates in controlled composition clauses—the ptincipal

mechanism through which record companies achieve rate reductions—are net "market"

rates. As econonusts on both sides agree, they are inextricably linked with other terms in.

artist contracts, and as a. result, controlled rates cannot be viewed in isolation.

(ii) Controlled Rates Accepted by Co-Writers Are
Not Market Rates

549. Essentially conceding that controlled rates paid to singer-songwriters are

not market rates, the RIAA also seeks to rely on dechanlical ra)es paid to "outside

writers" who "regularly partner with artists and accept the same controlled rates because

they understand that is what the marketplace demands if they are going to have their

songs recorded." RIAA PFF '][ 596. According td thk RIAA, these agreements "focus

only on mechanical royalties." Id. 'J[ 583. The evidence is exactly to the contrary.

550. Agreements between outside writers and singer&songwriters cover more

than just mechanical rates. The only RIAA witness to offer any evidence on this point

conceded that other fortns of consideration factor into the economics of the arrangement:

Q: Mr. Wildman, before we leave Exhibit 313, you know,
from your study of this industry over some period of time&

that sometimes writers and co-writers enter ihto'greements,correct?

A: Yes, Ido.

Q: And sometimes under those agreements the
singer/songwriter will agree to pay advances or make some
other kinds of payments to co-writers,~ correct?

A: That" s my understanding, yes.
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Q: And am I correct that the data that was provided to you
by Sony does not tell you in any way whether the co-
writers received any remuneration from the
singer/songwriters in addition to the mechanical rights that
are specified?

A: No, it doesn'.

Q: So if a particular contract said 7 cents per song, you
don't know whether that was accompanied with a check for
$ 100,000?

A: No, Idon't.

5/12/08 Tr. at 5921-22 (Wildman).

551. The RIAA's evidentiary support for its claim that co-writer agreements

"focus only on mechanical royalties" does not contradict Professor Wildman's testimony

and, indeed, does not support the RIAA's claim. The RIAA cites portions of

Ms. Finkelstein's testimony, RIAA PFF 'g 582, but the testimony called to the Court's

attention says nothing of the sort. In fact, she said simply that controlled composition

clauses are "a principal way[] that we obtain licenses." See 2/14/08 Tr. at 3330-3331 (A.

Finkelstein). Similarly, the section of Professor Wildman's written testimony relied upon

by the RIAA does not address at all the question of whether agreements between co-

writers and recording artists deal only with mechanical rates. Wildman WRT (RIAA

Trial Ex. 87) at 43. And his trial testimony was to the contrary.

552. Thus, the fact that co-writers accept controlled rates is no more relevant to

an assessment of the market rate for mechanical licenses than the fact that singer-

songwriters accept such rates in their recording contracts. In both cases, thewriters'greement

to accept reduced rates is accompanied by other forms of consideration that

make it impossible to isolate the independent "market" rate for mechanical rights.
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(iii) The RIAA Ignores Professor Murphy's
Empirical Study of Controlled Composition 1

Clauses

553. The RIAA attempts to buttress its claim that the market rate has fallen in I

relation to the statutory rate by claiming that controlled composition clauses have become

more onerous over time. See RIAA PFF $ 597. Specifically, the RIAA argues that

"[c]ontrolled composition clauses... have increased in prevalence in recent years. That

is precisely because the increases in the mechanical royalty rate over the last decade have

so outstripped the value of the rights at issue." Id. Nowhere does the RIAA mention,

much less rebut, the empirical study of controlled composition clauses in EMI Music

recording agreements conducted by Professor Murphy that demonstrates that controlled

composition clauses have not changed in response to increases in the mechanical rate.

554. As described in the Copyright Owners'roposed Findings of Fact, see CQ

PFF @ 690-93, Professor Murphy examined actual artist contracts from EMI Music i

spanning the years 1953 to 2007 to test whether the rates in these contracts provided any

support for the claim that controlled rates are independent, rather than derivative, of the

statutory rate. K. Murphy WRT (CO Trial Ex. 400) at 14. As Professor Murphy

explained, if controlled composition rates had any independent market significance,

either the percentage reduction or cap on compensable songs should have adjusted

downward over time as the statutory rate rose.. Idi. atl16J Neither of these things

occurred. Id. Because the rates and caps have remained stable as.the statutory rate has

increased, the rates in controlled composition clauses are not indicative of an independent

market rate. Rather, as Professor Murphy concluded, the rates obtained by controlled

composition clauses are simply derivative of the statutory rate.'ee id. at 14-17.
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555. The RIAA's claim is also inconsistent with the empirical analyses

performed by Professor Wildman. His analysis of UMG, the only company for which he

had data for more than one quarter, showed that 67% of the songs were licensed at the

full statutory rate. 5/13/08 Tr. at 6018 (Wildman). That the largest recorded music

company paid the statutory rate for the overwhelming majority of its songs in 2006 and

2007 is hardly evidence that record companies are resorting to increased use of controlled

composition clauses to compensate for an above market statutory rate.

(iv) Negotiations Over Controlled Composition
Clauses Are Distorted By the Absence of
Meaningful Alternatives for Songwriters

556. The RIAA further claims that songwriters are free to refuse to accept

controlled rates if they feel that they can acquire a better rate in the market by going to

another company. RIAA PFF g 604. According to the RIAA, the fact that this rarely

occurs is evidence that the value of mechanical rights does not exceed the standard

controlled rate (75% of the statutory rate). See id. The RIAA's argument, however, fails

to account for the market dynamics that limit the choices of singer-songwriters.

557. As Mr. Faxon of EMI MP explained, the four major record companies

account for approximately 85% of the market, reducing the leverage of songwriters to

obtain artist agreements without controlled rates. Faxon WRT (CO Trial Ex. 375) at 11;

see also 1/31/08 Tr. at 1012 (Robinson) ("[S]ince almost every record company, every

major record company seems to engage in that practice, the choice is, I become an artist

or I don't become an artist."). The evidence shows that three of the four majors use the

same percentage rate reduction in their controlled composition clauses. See K. Murphy

WRT (CO Trial Ex. 400) at 16 (standard controlled rate in EMI Music's artist contracts is

75% of the statutory rate);
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~. There is nothing in the evidence to suggest the UMG's practice with respect to the'ermsof its controlled composition clauses is any different. The claim that singer

songwriters have market choices with respect to controlled composition arrangements is,:

therefore, illusory.

(v) A Statutory Rate Based on Controlled
Composition Rates Will Not Reduce the
Prevalence or Impact of Controlled Compositioil
Clauses

558. Another flaw in the RIAA's attempt to use controlled composition rates as

a benchmark for the "market rate" is that the continued use of controlled composition

clauses by the record companies would ensure that Copyright Owners would never'e

paid that rate. See CO PFF g[ 690-93. The evidence shows that if the mechanical rate

goes down, controlled composition clauses would~ simply be tied to the new, lower

statutory rate—further depressing what the RIAA claims is the independent "market rate"

for mechanical rights.

559. This is the only conclusion to be drawn from two key pieces of evidence.

As Professor Murphy showed, controlled composition rates have been historically,

unresponsive to changes in the statutory rate. K. Murphy WRT (CO Trial Ex. 400) atI14'7.

No matter what the level of the statutory rate, these clauses have almosttypically'ffected

a reduction of 25% off the statutory rate. 'ee CO PFF + 690-93; supra Sections

VH.C.l.c.iii. Ms. Finkelstein of Sony BMG conceded the point. As she testified, if this

Court accepted the RIAA's proposal for a rate reduction, her company's controlled

composition rate "would just be pegged to the 'new st'atutory rate." 5/12/08 Tr. 'at 5744
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(A. Finkelstein). The result is that the Copyright Owners would be deprived of even the

below-market "market rate" urged by the RIAA. And in 2012, when the RIAA would

once again argue that the "market rate" should be tied to the then-prevailing effective

rate, the downward spiral caused by the RIAL's circular reasoning would be repeated to

result in an even lower rate to which controlled composition clauses would continue to

apply

560. In response, all that the RIAA can say is that they would expect less

discounting once a lower statutory rate were in place. RIAA PFF g 646. The RIAA's

sole support for this claim is speculation from Professor Wildman, who performed no

empirical work to support his seat of the pants conclusion. See 5/12/08 Tr. at 5838-39

(Wildman). In fact, as the testimony of Professor Murphy and Ms. Finkelstein makes

clear, there is no reason to believe that the record companies'uest for ever lower rates

would end with the adoption of the rate that they seek.

(d) Contrary to the RIAA's Claim, the Pattern of
Discounting in the HVA and Direct Licensing Markets
for Mechanical Licenses Demonstrates that the Market
Rate for Mechanical Rights Exceeds the Current
Statutory Rate

561. The RIAA's claim that discounting in the voluntary market supports a rate

reduction is at odds with the weight of the record. Although there is discounting in the

market, the majority of mechanical licenses that are not governed by controlled

composition clauses are struck at the statutory rate and the evidence as a whole

demonstrates that the market rate for mechanical rights exceeds the statutory rate. This

conclusion is buttressed by the evidence concerning the absence of discounting for

permanent downloads—evidence that the RIAA attempts to brush aside by wrongly

claiming that such discounting is precluded by Section 115.
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562. First, the RIAA concedes that the principal mechanism for acquiring

discounts from the statutory rate is through the use of controlled composition clauses.

See RIAA PFF 'g[ 592-608;; Wildman WRT'RIAA Trial Ex. 87) at 39-41. As explained

above, far from showing that the "market" rate for mechanical rights i.s below the

statutory rate, the prevalence of licensing under c0ntgoll~d composition clauses simply

shows that songwriters accept reduced rates when the reduced rate is accompanied with'therforms of consideration. See supra Sections 'VII.C.1.c.i.; VII.C.1..c.ii.

563. Second, the record shows that licensing below the statutory rate outside of

the context of controlled. composition clauses occurs, see CG PFF Q'j[ 562-64, and that it is

facilitated by the low transactions costs:in t'e market~, see id,. gg 565-66. However, the

weight of the evidence demonstrates that publishers agree to such discounts only in those

circumstances when there is a good and sufficient business reason to do so. Mr. Peer, for

example, explained that his company provides reduced rates for low-priced compilation

albums. See 2/5/08 Tr. at 1.666-68 (Peer). Mr. Firth noted that BMG "[fjairly oft';n"

licensed below the statutory rate when requested t'o do so because of the large number of ~

tracks on an album. 2/12/08 Tr. at 2704 (Fi.rth). And Mr. Faxon explained that EMI MP

routinely grants reduced rates for "labels that specialize in compilations and/or budget

products." Faxon WRT (CO 'I'rial Ex. 375) at 15. It is also common for publishers to

provide reduced rates for record clubs. See, e.g., 2/12/08 Tr.. at. 2704 (Firth); 2/5/08 Tr. at

1667-68 (Peer).

564. The IHAA erroneously argues that this discounting is evidence that the

market rate for rnechani.cal rights is lower than the statutory rate. RIAA PFF $ 588. That

is simply not so. The overwhelming volume of voluntary mechanical licensing occurs at
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the statutory rate. On this point, there is no real dispute. The Copyright Owners have

introduced systematic evidence demonstrating this to be the case. See CO PFF 'g 569-

76. The RIAA's principal rebuttal economist, Professor Wildman, examined rates in

mechanical licenses as well. He found that 67% of mechanical licenses acquired by

UMG were issued at the statutory rate. 5/13/08 Tr. at 6018 (Wildman). And the only

comprehensive analysis of discounting, conducted by Professor Landes, showed that the

frequency of discounts has declined, not increased, as the statutory rate has increased.

See Landes WDT (CO Trial Ex. 22) at Figures 4, 5. This, he explained, demonstrated the

opposite of what the RIAA claims: Professor Landes testified that the statutory rate is

truncating licensing at rates that would exceed the statutory cap in a free market. Id. at

29-32.

565. Unable to fit the number of licenses at the statutory rate into its theory that

the market rate is lower, the RIAA asserts that transactions costs defeat discounted

licensing that would otherwise occur. See RIAA PFF 'j[g 584-58, 616-21. Once again,

the evidence points in the opposite direction.

566. There is no evidence that transactions costs in HFA and direct licensing

are high. The large number of HFA and direct licenses that the record companies have

entered into is evidence that transactions costs are, in fact, not a barrier to obtaining

below-statutory rates when appropriate. Although it is true that licensing at the statutory

rate may be easier than licensing at a discount, that is not the relevant question. The

question is whether transactions costs preclude discounts when they are in the mutual

interests of the record companies and the Copyright Owners. The evidence gleaned from

the HFA and direct licensing that does occur is that they do not.
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567. The MAA's argument to the, contrary rests on the false premise that absent

transactions costs the Copyright Owners would always hcense at a. discount. But why,

would they? As the CRT observed in 1981, parties are often able to "successfully

bargain[] for discounts from the statutory rate," but under conditions of falling revenue,

"copyright owners [will be] more insistent on receiving ceiling and near-ceiling

mechanical royalty rates for their musical compositions." 46 Fed. Reg. 10466 at 10483.

568. The $HAA's claim concerning the magnitude of transactions costs to

obtain voluntary discounts, RIAA PFF 'J[ 619, is completely unsupported by the empirical

evidence. The RIAA points to a hypothetical exercise engaged in by Professor Wildman

that leads him to the indeterminate conclusion that thb benefits of h rate deduction "m~y

well be less than the cost of the time and talent involved in negotiating" the reduced-rate

licenses. Id. (citing Wildman WRT (RLAA Trial Ex. 87) at 32 8r. n.42) (emphasis added).

In the absence of empirical work that he did not perform, his speculative conclusion

concerning the magnitude of transactions costs is entitled ta no weight. See 5/12/08 Tr.

at 5901-03 (testifying that he had done no empirical work on transactions costs in the

mechanical licensing market). The only other evidence citeid by the~ is that of i

Ms. Finkelstein, who claimed that she and her staff have issued "guidelines" discouraging

the negotiation of discounts for albums that are expected to sell fewer than 50,000 copies.

RIAA PFF g 620 (citing Finkelstein WRT (RIAA Trial Ex. 84) at 27-28). But

Ms. Finkelstein offered no evidence as to whether SONY BMG follow s her "guidelines."

Nor did she offer any evidence that any other record company has similar parameters for

the negotiation o:f mechanical licensing rates.
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569. The RIAA's arguments concerning discounting and the market rate for

mechanical licensing are also inconsistent with the evidence concerning permanent

downloads. There is no dispute on this record that licensing for permanent downloads

almost always occurs at the statutory rate. See Landes WDT (CO Trial Ex. 22) at Figure

6, Figure 7; Alfaro WRT (RIAA Trial Ex. 77) at 9. Although Professor Wildman

purported to study the activity in the mechanical licensing market, he looked only at

licensing for physical products, on the flawed rationale that Section 115 does not allow

licensing below the statutory rate. Wildman WRT (RIAA Trial Ex. 87) at 35. He did not

look at the digital market. Id. Yet although the RIAA claims that Section 115

"compel[s] record companies to pay the statutory rate for digital downloads," RIAA PFF

g 590, the statute compels no such thing. The relevant provision precludes licensees from

acquiring reduced rates through controlled composition clauses in artist contracts that

postdate June 22, 1995. See 17 U.S.C. g 115(c)(3)(E)(i), (ii). Given the millions of

songs available for download on iTunes and other services, Cue WDT (DiMA Trial

Ex. 3) at 2; McGlade WDT (DiMA Trial Ex. 5) at 10, it is obvious that the statute does

not prevent the application of controlled composition clauses to all permanent downloads.

Indeed, Mr. Cue of Apple's iTunes testified that his service sold a large amount of

"catalog or obscure stuff." 2/25/08 Tr. at 4253 (Cue); see also 2/4/08 Tr. at 1333-34

(Enders) (testifying that digital services seek as wide a catalog as possible).

570. Nor does Section 115 preclude record companies from negotiating for

reduced rates on mechanical licenses for DPDs if it is done outside of the context of

controlled composition clauses. See 2/5/08 Tr. at 1457 (Israelite). Mr. Kushner of
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Atlantic Records explained that record companies can in fact conduct such negotiations

with artists after they deliver their albums:

CHIEF JUDGE SLEDGE: How does the. restriction on
contracts signed after — I think. the testimony has been '95,
maybe '96 — on controlled composition clauses impact;that
testimony?

THE WITNESS: Well, the clause still exists', but the —'he
clause cannot be applied to digital recordings, digital
masters of releases, except to the extent that the contracts
were entered into prior to 1995.

CHIEF JUDGE SLEDGE: Where is that.in the contract?

THE WITNESS: It doesn't — it'.not in the. contract.. It'
—. it's by law, and we obviously have ito adhere ito the law.
So the discussion at the time that we enter into recoirding
agreements with people is we explain to them that under,
the copyright law, we cannot apply controlled composition
clauses to digital releases. And we do not.

With the sole exception, Your Honor, ifan artist is willing,
after delivering the album, to — to alter that relationship
contractually, and obviously, ifthere's no publisher
involved who has a voice in that decision, we can agree
otherwise, and that's allowed under the law, from what I
understand.

2/14/08 Tr. at 3499-3501 (Kushner) (emphasis. added).

571. The fact is that the record companies do not obtain discounts for

permanent downloads even though they are free to do sa, either through the application

of controlled composition clauses, or if precluded.by.Section 115,.by direct negotiation.

This indisputable evidence is completely inconsistent with the RIAA',s claim that;

pervasive discounting demonstrates that the market ate is blelotw the prevailing'statutory

rate. To the contrary, the evidence as a whole shows that discounting is the exception,

not the norm. And, as Professor Landes has shown, discounting has become less
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frequent, demonstrating that the market rate is, in fact, above the current statutory rate.

Landes WDT (CO Trial Ex. 22) at 28-32.

(e) Rates for First Use Licenses Are Not Independent
Market Rates

572. The RIAA also claims that rates for first use licenses provide an additional

benchmark for the statutory rate. See RIAA PFF 'g 648-53. They do not, because first

use rates are not independent of the statutory mechanical rate. See CO PFF Q 694-98.

Professor Wildman so conceded in testimony that the RIAA's Proposed Findings ignores

entirely. He acknowledged that "because there's substitutability between first uses and

second uses," first use rates are "not independent of the statutory rate." 5/12/08 Tr. at

5894 (Wildman). In this regard his testimony is consistent with that of Professor Landes,

who made the point at both the direct and rebuttal trials that the rates for first uses are

constrained by the statutory rate. See Landes WRT (CO Trial Ex. 406) at 40; 2/11/08 Tr.

at 2387 (Landes).

573. The economists'estimony is also consistent with the conclusion reached

by the CRT in 1981 that the statutory rate operates as a cap on the rates for first as well as

subsequent uses. As the CRT observed, copyright users "exploit the statutory rate

payable under a compulsory license to keep their mechanical royalty costs as low as

possible, fixing the [statutory rate] as a ceiling in all negotiations with copyright owners,

evenforest releases." 46 Fed. Reg. 10466 at 10482 (emphasis added).

574. The RIAA's effort to sponsor a first use benchmark also neglects to take

into account that first use rates are inextricably linked with controlled composition

clauses, which do not distinguish between first and subsequent uses. See Faxon WRT

(CO Trial Ex. 375) at 13; see also
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~QI. As a result, the rates IIaid foil fir)t uses cannot be a market

benchmark because they are determined in substantial part by controlled rates that are

derived from the statutory rate and set in the context 6f Bundled agreements dealing with

numerous financial arrangements between singer-songwriters and record labels.

Professor Wildman agai.n conceded tIhe point at trial, tickhoaledging that a number of the

first use rates he used in. his study are: rates specified in controlled composition clause~.

5/12/08 Tr. at 5895 (Wildman). For example, his study &)f Sony BAG relea. es showed

that more than half of the first use songs were subject to controlled coSp'osition clauses.

CO Trial Ex. 313 at 2 (showing that only 406 of 1033 songs were "not/out controlled'").

And, nowhere in his study did Professor Wijldman report any rate for first uses of songs

that were written by songwriters who were not subject to a controlled composition clause

either directly or because they were co-writing with a singer-songwriter who was.

5/12/08 Tr. at 59jl.6 (Wildman). As a result, he, conceded that he h'ad reported no rate

solely for "pure" first uses. Id,; see also 5/l.2/08 Tr. at 5927 (Wildmaii) ('conceding that

for Warner Music he had done "no analysis for any song in which all of the writers are

not subject to controlledl comp").

575. Mr. Faxon of EMI MP provided. corroborative testimony on this point.

Faxon WRT (CO TrIial Ex. 375) at 13 (explaini.ng that first use licenses are typically

contained in contracts with controlled composition clauses).

~5555555
~RS55555
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576. The RIAA's claims concerning the utility of first uses as a benchmark also

ignores the fact that songwriters will license first uses to get their songs into the

marketplace so as to realize future earnings on subsequent uses. Mr. Faxon explained

that when songwriters negotiate first use license rates, "the rate almost invariably will be

at the statutory rate because, at that point, the songwriter's main objective is to get the

song into the marketplace so he or she can realize future earnings." Faxon WRT (CO

Trial Ex. 375) at 13. Professor Landes similarly testified that the rate set for first uses

will often be set with an eye towards generating income from subsequent uses. Landes

WRT (CO Trial Ex. 406) at 41; see also 2/11/08 Tr. at 2387-88 (Landes). A rate that is

calibrated to encourage future use is not an appropriate benchmark for the statutory rate.

See CO PFF $ 698. The RIAA claims Professor Landes's statements are unsupported by

any data, RIAA PFF gg 651-52, but nowhere does it mention the testimony from

Mr. Faxon, who provided direct support for this fact. Indeed, Mr. Faxon's testimony is

uncontradicted: As the current head of EMI MP and the former CFO of EMI Group (the

parent of EMI Music), Mr. Faxon is the only person in this proceeding who has testified

directly, from first-hand experience, to the incentives of songwriters when they license

their work for first uses.
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577. Thus, the rerecord clearly shows that first use rates cannot be considered

independent market rates. As a result, the RIAA's proposal to use these rates as a

benchmark is fatally flawed.

2. Professor Wil!dman's Empirical Work is Flawed
and Cannot Ble (Ised to Set a St«tutory Rate

578. There: is yet another reason why the effective and first use rates are

entitled to no weight: the empirical work performed by Professor Wildman is too flied

to be relied upon. See CO.PFI." $/[ 699-706. The numerous issues with Professor

Wildman's empirical work were addressed in tus cross-examination.

579. First, Professor Wiildman conceded that his colleague ('the regressions

were not performed by Profes. or Wiidman) manipulated data from three record.

companies (he requested but could not get any data from. EMI Music) without any direct

communication at all w:ith those companies. See 5/12/08 Tr. at 5910-11, 5928

(Wildman). All of his communications were funneled through counsel for the HIAA. ~ Id!

He did nothing to verify the accuracy of any of the data he received. Id.

580. Second,:Professor Wildrnan's data wet'e extremely limited: In the case of

Sony BMG and Warner, he had information from'only one iquarter in 2006, and. in the

case of Universal, the data covered only 2006 and 2007. A. a result, he could not @pike

on the representativeness of any of this data, see 5/12/08 Tr. at 5922-23, 5928-29, 5933

(Wildman), and because the data covered different time periods, he could notconfidently'erform

any inter-company comparisons, see id. at 5844-45 (Wisniewski, J.'). The'imited

time period for which:Professor Wildman collected data also precluded a time-

series analysis to assess whether effective mechanical and first use rates have, in fact,

been rising over time. See id. at 5908-09 (Wildman). As Professor Murphy explai.ned,



even accepting the RIAA's proposition that the effective rate could be relevant to setting

the statutory rate, the critical analysis is the relationship between the effective mechanical

rate and the statutory rate overtime. 5/15/08 Tr. at6906-07 (K. Murphy). Professor

Wildman's data allowed for no such analysis. 5/12/08 Tr. at 5908-09 (Wildman).

581. Third, Professor Wildman reported only mean, as opposed to median,

rates. The failure to report both leads to misleading results. For example, in the case of

UMG, Professor Wildman found that 67% of licenses were at the statutory rate,

indicating a median effective rate of 9.1 cents. Id. at 5998-99. Yet he provided none of

this information in his written testimony, reporting only a mean overall effective rate of

~ cents. Wildman WRT (RIAA Trial Ex. 87) at 38.

582. Fourth, even the mean rates he reported were rates based on contractual

rather than sales data. 5/12/08 Tr. at 5916-17 (Wildman). The failure to weight

mechanical rates by sales rendered his conclusions even more unreliable.

583. Fifth, Professor Wildman's testimony included licensing data for co-

writers who accepted reduced rates even though they were not themselves subject to

controlled composition clauses. But he could not say whether any of those co-writers

received additional remuneration, such as advances, in exchange for their agreement to

take reduced rates. See id. at 5921-22, 5927-29. He failed to adjust his analysis for such

payments despite the fact that he knew these exchanges often occur. Id. at 5921.

Moreover, his data on transactions involving co-writers was extraordinarily limited. In

the case of Warner, Professor Wildman reported an average payment of~ cents per

track, Wildman WRT (RIAA Trial Ex. 87) at 44, but nowhere in his report did he

mention that this number was based on data for fewer than 43 songs, 5/12/08 Tr. at 5924-
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25 (Wildman). For Sony BMG, he reported on only 405'ongs that were not written by

artists directly subjected to controlled composition clauses, and as to those, he didnot'istinguish

between those songs that were written with singer-songwriters that were

subject to controlled rates and those that were not! Id,. at'. 5912-'16. For Universal, hehad'o

information at all about controllerl composition, id.. at 59'31 32, rendering his analysis ~

of songs written for that music label particularly non-probative.

584. Sixth, Professor Wildman undertook no study at all as to rates paid for

digital uses. His stated reason was that the Digital Performance Right in Sound

Recordings Act of 1995 "trumps controlled compI&sition clauses aIid compels record

companies to pay the full statutory rate, even if they can negotiate with singer- .

songwriters to pay less.'" Wilclman WRT (IGAA Trial E'x. 87) at 35. As is shown above,

however, parties are free to negotiate below the statutory rate for digital uses outside the

context of controlled composition clauses. Because konI,wtjiteljs are licensing songs for

both physical and digital di.stribution, the rate that is paid on physical product only tells

you nothing about the effective rate actually paid to songwriters whose remuneration is

determined not only by physical product but by digital as well.

585. The IHAA's Proposed Findings discuss none of this testimony. The

failure to do so demonstrates the Iinherent wealmess in benchmarks constructed on the

basis of Professor Wildman's analysIis.

D. Professor Teece's Testimony Concex ning the 1981 CRT
Decision and the 1997 Settllement is ~Entitled to No Weight

586. As addit:ional support for its proposed rate cut, the RAW points to the

testimony provided by Professor Teece concerning the 1981 CRT decision and the 1997

settlement between the record companies and the Copyright Owners to set a mechanical,
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royalty rate for the subsequent decade. See RIAA PFF III.D. As is evident from his

testimony at the direct trial, Professor Teece's opinion is entitled to no weight.

1. The 1981 CRT Decision is Not a Legitimate
Benchmark

587. As the Copyright Owners explained in their Proposed Findings of Fact,

there is no support for the use of a rate purportedly derived from the 1981 CRT decision

as a benchmark in this proceeding. See CO PFF gg 664-76.

588. As an initial matter, it makes little sense to revert to a rate derived from a

decision that is nearly 30 years old to inform the current mechanical rate, when all parties

to this proceeding have testified to significant changes in the industry since then.

Professor Teece himself argued that "the recording industry is in the midst of a

significant and sustained disruption of its 'structure'nd 'industry practices.'" Teece

WDT (RIAA Trial Ex. 64) at 109. The RIAA echoes this claim in its Proposed Findings,

writing that "the industry now confronts significant and sustained business challenges

that are different in kind from the challenges highlighted by the CRT in 1981." RIAA

PFF $ 671. Professor Teece further testified that "until 2000, this industry was going

through what I called 'evolutionary change,'nd there were ups and downs associated

with new formats and business cycle issues. Now, I think we'e in transformational

change." 2/19/08 Tr. at 3640 (Teece). The industry today is "a completely different ball

of wax," id., and is undergoing a "structural shift." Id. at 3641. This testimony

demonstrates just how inappropriate it is to rely on the rate he derived from the 1981

CRT decision.

589. In any case, the cross-examination of Professor Teece demonstrated that

his analysis of the 1981 decision was too unreliable to be given any credence. The rate
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he purported to derive from the 1981 decision—7.8% of wholesale re'venue, Teece WDT

(RIAA Trial Ex. 64) at 81—rested on a baseless assu&mption concerning the prevalence of

discounting in 1981. As a result, Professor Teecels rate 'cal~ulatioh w'as shown to be'hollyunsupportable and Professor Teece himself posited the possibility that the correct

rate could be 8.7% rather than the, 7.8% he had. sworn was a "ceiling" on an appropriate

rate. 2/19/08 Tr. at 3683-84 (Teece).,

590. The flaws in Professor Teece's rate calculation are fully addressed in the

Copyright Owners Propose&d Findings of Fact arid will not be repeated at length here. Sek

CO PFF 'j[g 667-74. In short, although Professor Teece's calculation depended upon his

assumption that all albums at the time of the CRT's clecision were sold at retail list price,

the evidence before the CRT (submitted by the RIAA itself) was to the contrary. Id.

gg 670-76. As the RIAA puts it in its Proposed Findings, Professor Teece's calculation

was expressly premised on the: assumption that "[tjhe 1981 CRT treated retail '.list price'

($7.98 in 1981) as the functional equivalent of actual retail price in its assessment of the

relationship between price ancl the mech.anical royalty ra'te." RIAA PFF 'j[ 6'74; see alco'eeceWDT (ROW Trial Ex. &64) at 80 (emphasis added); 2/19/08 Tr. at 3681-82 (Teece).

At trial, the assumption was shown to be untrue.

591. The e&videnc;e before the CRT at the time of its 1981 decision demonstrates

that the actual average retail price was $5.79—or 27 percent less than $7.98, the figure

Professor Teece used. See 46 Fed. R.eg. at 10477. At trial, Professor Teece conceded

that he had not considered this finding by the CRT before arriving at his opinion that

In its only reference to actual retail prices, the'CRT cited a study by the RIAA
showing that "during the period 1974-1979, tl ie aVerage'ctual'elling price of LP& s

increased from $4.05 to $5.79." 46 Fed. Reg. at 10477.



7.8% of wholesale constituted a "ceiling" on a reasonable rate. 2/19/08 Tr. at 3780

(Teece). He also admitted that he had no knowledge of discounting practices in the

industry at the time of the 1981 decision and had not seen the relevant pricing data prior

to submitting his written testimony. Id. at 3787-88. Professor Teece's error renders his

rate calculation wholly unsupportable; had Professor Teece performed the rate calculation

correctly with an accurate understanding of the facts, his wholesale percentage rate would

have been 38% higher than the 7.8% rate he initially proposed as a cap on reasonable

rates in his testimony. See CO PFF 'j[ 673.

592. Although Professor Teece's error was the subject of considerable

testimony at trial, see 2/19/08 Tr. at 3772-96 (Teece), the RIAA's Proposed Findings are

written as if his cross-examination never happened. Not one paragraph in the more than

1700 Proposed Findings addresses this issue. Not only has the RIAA pretended that

these flaws were never uncovered, it has asked this Court—once again—to accept a

benchmark rate calculation that it knows to be inaccurate and performed by an expert

who swore under oath that the "ceiling" on a reasonable rate—7.8% in his written

testimony, 8.7% in his live testimony—is lower than the rate that the RIAA now

proposes. See Teece WDT (RIAA Trial Ex. 64) at 81 (stating that 7.8% is a "ceiling" on

a reasonable rate); In the Matter of Mechanical and Digital Phonorecord Delivery Rate

Adjustment Proceeding, Amended Proposed Rates and Terms of Recording Industry

Association of America, Inc., Docket No. 2006-3 CRB DPRA (April 10, 2003), at 1-2

(proposing rate of 9% of wholesale revenue).
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Professor Teece's Analysis of the 1997
Agreement Between Copyright Owners and
Record Companies Does Not Support A. Rate
Decrease

593. The RIAA appears to find additional support for a reduction in the 'echanicalrate in the 1997 settlement between the Copyright Owners and the RIAA that

resulted in the current 9.1 cent rate. Relying again on Professor Teece, the RIAA argues i

that this agreement, although perpetuating the historical penny rate, implied a statutory

rate of approximately 7.1% of wholesale CD price, "consistent with historical norms."

RIAA PFF $ 683. From this, the RIAA argues that the subsequent decline in wholesale i

CD prices requires a downward adjustment in the.mechauicial rate. See id. @ 687-91.

594. As an initial matter, the suggestion that mechanical royalties should fall as

a result of the decline in wholesale CD prices is, as Professor Murphy has explained, i

wrong as a matter of economic theory and the application of that theory to the recorded

music industry. CO PFF Q 726-37.

595. But there is an additional, fundamental reason why,the RIAA's analysis of

the 1997 settlement is fatally flawed: The parties never agreed that the mechanical

royalty rate should be tied to the wholesale price of CDs. The agreement provided for

semi-annual increases in the penny rate without any adjustment of the rate based on the i

price of CDs. Israelite WDT (CO Trial Ex. 11), CO Ex..11.at 7. The suggestion ou tbe 1

part of the RIAA and Professor Teece that the parties sought to maintain a fixed

relationship between the mechanical royalty rate and'the wholesale price of CDs is

merely revisionist history, unsupported by any evidence in the record.

596. Professor Teece claims that if "the ipaitties (particularly the record

companies) guessed right about the future in 1997, the agreed x'ates would have looked



much different." RIAA PFF $ 687. That may be true but cuts the opposite way from that

suggested by the RIAA. As Mr. Robinson, the NMPA's longtime Chairman explained, a

key assumption the Copyright Owners in concluding a deal was that that unit sales of

CDs, which had been consistently increasing in the years prior to 1997, would continue to

do so. Robinson WDT (CO Trial Ex. 8) at 4; see also Israelite WDT (CO Trial Ex. 11) at

8. As both Mr. Robinson and Mr. Israelite of NMPA testified, this assumption led the

Copyright Owners to accept rates that were lower than they would have accepted had

they anticipated the decline in CD sales because they expected to compensate for the

lower-than-hoped-for rate by increased volume. Robinson WDT (CO Trial Ex. 8) at 4;

Israelite WDT (CO Trial Ex. 11) at 8.

E. The RIAA Has Failed To Show That International
Rates Support Its Proposal For a Rate Cut

597. Relying principally on the testimony of Geoffrey Taylor, the RIAA argues

that the U.S. has one of the highest mechanical rates in the world. RIAA PFF $ 699. The

RIAA purports to support its argument with a comparison of selected foreign rates

expressed as a percentage of revenue with the current U.S. penny rate converted into a

percentage of wholesale revenue. Id. Q 701-702, 748, 762. The RIAA's percentage

analysis is fundamentally flawed because a comparison of percentage rates without

analysis of the revenue bases against which the percentage is applied is not a comparison

at all.

598. The RIAA's international math is this: the U.S. mechanical rate of 9.1

cents per song represented 12.93% of the wholesale CD price in 2005 and 14.8% in 2006.

Id. $ 702. In the two countries selected by Mr. Taylor, the U.K. and Japan, the

mechanical rate is 8.5% of the Published Price Dealer or PPD (U.K.) and 4.53% of retail



(Japan). Id. $ 702, PFF Figure 56. But those percentages, in and of themselves, provide

no evidence of which countries have higher mechanical license fees because the

percentages are applied to three different bases—CD'prices,'PD and retail.

599. The RIAA's economist, Professor Tenace, conceded thb flaw in this type of

analysis in his written testimony and at trial: "From an economic perspective when

calculating royalties, any royalty rate must be applied to a corresponding royalty base. It

makes no sense to set the rate independently of the base. The same dollar amount of

royalties can be generated with a higher royalty rate on a smaller base or a lower royalty

rate on a larger base." Teece WDT (RIAA Trial Ex. 64) at 74; 2/19/08 Tr. at 3758

(Teece).

600. No RIAA witness provided the Court with evidence from which the

revenue bases in the U.S., U.K. and Japan could He cbmParhd. ~ Prbfehsoi'decd

acknowledged that he had not conducted an independent analysis of the royalty bases in

the U.S. and U.K. Id. at 3759. Mr. Taylor conceded that he did not include price in his

analysis of physical rates. 2/12/08 Tr. at 2849 (Taylor). 'r. Boulton& an expert witness

imported by the RIAA from a prior U.K. proceeding, testified that "PPD is not the

equivalent of wholesale price...," Boulton WDT (RIAA Trial Ex. 54) at 8, but offered no

testimony about how to convert the PPD rate against ~which~ U.K. rates are applied into a

comparable U.S. royalty base.

601. In fact, the only evidence on the di@edenl re0eniie lasts %as prdvided by

Mr. Fabinyi, the Copyright Owners'ebuttal witness. He testified that wholesale price

could represent as much as a 40% discount from PPD. Fabinyi WRT (CO Ex. 380) at 7;

5/ 5/08 Tr. at 6796-6799 (Fabinyi). And altho'ugh the RIAA has attempt'ed to ajuibble



with the 40% figure, see RIAA PFF 725, there is no dispute on this record that PPD does

not take into account any of the discounts that factor into wholesale price. Nor is there

any dispute that the RIAA has offered no evidence whatsoever as to the degree of

discounting that occurs in the U.K.

602. Nor did the RIAA provide the Court with any evidence as to how the

various foreign percentage rates translate into actual revenue for Copyright Owners.

Putting to one side the revenue base, a true comparison between the mechanical rate in

the U.S. and another country would answer the question as to whether publishers and

songwriters receive more or less for their compositions in that country than in the U.S.

The RIAA did not even pose that question.

603. The Copyright Owners, however, did in the cross-examination of

Mr. Boulton. Mr. Boulton was offered as a witness to "convert" the U.K. online rate into

an equivalent U.S. wholesale figure. He testified that the U.K. permanent download rate

of 8% translated into 7.7% of wholesale revenue. RIAA PFF 'g 737-41. But the only

relevant number is the one elicited in his cross-examination: that percentage rate results

in payments to Copyright Owners for both mechanical and performance royalties of 10.4

cents per download. 2/13/08 Tr. at 2961-62 (Boulton).

604. Mr. Fabinyi filled in the evidence that the RIAA omitted from its

discussion of international rates. Rather than simply report abstract percentages of

revenue, he collected actual data from more than a dozen countries and computed the

mechanical royalties paid to Copyright Owners per song. What his evidence shows is

that the current U.S. rate of 9.1 cents is not among "the highest in the world," as the

RIAA repeatedly and erroneously claims. CO PFF $Q 722-23. Rather, mechanical

244



payments made to Copyright Owners for physical product in the United States are lower

than any country he surveyed other than Canada. Fabinyi WRT (Co Trial Ex. 380),

Ex. F-1. And while Copyright Owners fare somewhat better on a comparative basis for:

permanent downloads, the payments made solely for mechanical royalties in the U.S. still

lag behind those in Denmark, Germany, Japan and Switzerland. Id. at Ex. F-2.

605. The RIAA's attempt to avoid the conclusions of Mr. Fabmyi's analysis

center on their claim that it is inappropriate to convert foreign license payments into U.S

currency because of fluctuation in exchange rates& RUA PFF $ 761. But there is no

other basis on which a comparison of what is received by Copyright Owners in different

countries could have been performed. And there is no evidence that Mr. Fabinyi chose

the date for conversion for any improper reason. Rather, the date he selected, April 1,

2008, was the date the analysis was performed. See 5/15/08 Tr. at 6729 (Fabinyi). Had'e
done the calculations six months earlier, the results would have been the same. In

November 2007, the exchange rate for the Euro was 1.4748. CO Trial Ex. 31. On

April 1, 2008 the exchange rate for the Euro was 1.559. Fabinyi WRT (CO Trial

Ex. 380), Exs. F-1 and F-2.

606. The RIAA further argues that differences in the manner in which

European rates are promulgated make those rates inappropriate comparables. RIAA 1i'W

$ 767 (acknowledging that "it is very important to understand the various legal:and

industry factors that influenced the setting of the rate"). Specifically, the RIAA alleges'hat

the rates in other countries have been unilaterally promulgated by the collecting

societies in the absence of regulatory oversight. RIAA PFF, +'.768-69; but see 5/15/08

Tr. at 6802 (Fabinyi) (alleging that Japan may be an inappropriate comparator on thisi
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basis because the Japanese rate is established pursuant to an industry agreement and has

never been reviewed by an arbitrator or arbitration panel). The RIAA has it wrong.

607. As explained in the Copyright Owners Proposed Findings of Fact, the

rates in Europe are not "unilaterally promulgated." CO PFF $ 724. In fact, both

Messrs. Taylor and Fabinyi are in agreement that the current European rate was

established as a result of an agreement between BIEM and IFPI. Taylor WDT (RIAA

Trial Ex. 53) at 16-17; 2/12/08 Tr. at 2774-75 (Taylor). Mr. Taylor has testified that "if

there has been a fair, full and free willing buyer/willing seller negotiation and both sides

have agreed that a rate is appropriate, then that's fine." 2/12/08 Tr. at 2835-36 (Taylor).

Moreover, as Mr. Fabinyi testified, and the RIAA has not disputed, both Germany and

Switzerland—countries left out of the RIAA analysis—have a tribunal process in place.

5/15/08 Tr. 6806-07, 6829 (Fabinyi). In the absence of a formal tribunal process, most

countries have anti-competition laws that prevent the unilateral promulgation of rates.

CO PFF% 724.

1. The Copyright Owners'ata on Mechanical
Royalties Is Reliable

608. The RIAA also claims that the Copyright Owners'ata on mechanical

rates are unreliable and should not be given any weight. RIAA PFF g$ 750-766. This

argument is not new. It is a renewal of the RIAA's unsuccessful effort to exclude

Mr. Fabinyi's evidence. See 5/15/08 Tr. at 6745-46; 6773-74 (Fabinyi). There is no

more merit to the RIAA's argument now that the evidence has been admitted.

(a) Mr. Fabinyi is Knowledgeable on International
Mechanical Rates

609. During the rebuttal hearing and again in its Proposed Findings of Fact, the

RIAA argues that Mr. Fabinyi lacks personal knowledge about international mechanical
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rates. 5/15/08 Tr. at 6745-46; 6773-74 (Fabinyi). To the contrary, virtually every job

Mr. Fabinyi has ever held prepared him to give the evidence that he offered the Court.

610. Mr. Fabinyi has over 25 years of expe6ence:in the music industry. Today]

he is the Managing Director of Mechanicals at the MCPS-PRS Alliance—a jointly owned

operating company of two U.I . collecting societies. Prior to joining the MCPS-PRS

Alliance, Mr. Fabinyi served as the Charge deMission for International Iviechmucal

Rights Organization,, Bureau I!nternational des Societies Gerant les Droits

d'Enregistrement. et de Reprocluction M~:canique ("BIEM"), an international organizatiori

of mechanical rights societies, and Senior Consultant to the International Confederation

of Societies of Authors and Composers ("CISAC'l), an international trade organization of

author and composer rights: societies. Fabinyi WRT (CO Trial Ex. 380) at 11-12. At,'IEM,
Mr. Fabinyi was responsible for collecting information about mechanical rates

.around the world and negotiating industry agreements for the use of mechanical rights.

5/15/08 Tr. at 6704-05, 6707 (Fabinyi). Pri.or to that, Mr. Fabinyi worked in the record

business as Group Managing Director of the Festival Group of Companies, which

included Festival Records, Festival Music Publishingi, Fbstiival Studios, and Festival

Mushroom Records, Australia's largest independent record company. Id. at 6703-04. ~

Mr. Fabinyi is also a. member of the BIEM Management Comnzttee. Id. at 6710.

(b) Mr. Fabinyi"s Met!hodology Is 1Vot Flawed

611. The EUAA also attacks the manner in which Mr. Fabinyi collected the data

on international mechanical payments that he reported to the Court. RIAA PFF g$ 752-

57. The RIAA argues that Mr. Fabinyi arbi.trarily selected the countries to be included in

his survey. What the evidence shows, however, is that Mr. Fabinyi set out "to provide a'ampleof information (5/15/08 Tr. at 6835 (Fabinyi)~)"as to~ "the range of... prices and
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average number of tracks and royalties charged [by] various societies (id. at 6718)."

Mr. Fabinyi did not attempt to do a comprehensive analysis of all mechanical license

rates around the world. Id. at 6735 (testifying that "the intention was not to [provide] a

comprehensive analysis of prices throughout the territory."). This fact does not render

his review of more than a dozen countries including seven of the top 10 recorded music

markets in the world "arbitrary." And there is no evidence that he omitted any countries

because their rates did not fit his testimony.

612. Second, the RIAA claims that Mr. Fabinyi improperly relied on

information collected by counsel for the Copyright Owners. RIAA PFF @ 753-754. The

challenge rings hollow from a party which had its lawyers intermediate between its

constituent record companies and its experts. 5/8/08 Tr. at 5517-18 (Benson) (testifying

that he did speak to any record companies to determine if they maintained records

concerning profitability by format); 5/12/08 Tr. at 5958, 65-66 (Wildman) (testifying that

the NDMAs that he reviewed were presented to him by the RIAA and that he had not

seen any data from the record companies concerning their view of the mastertone market

in 2005). In any case, what the record actually shows is that Mr. Fabinyi was actively

involved in the data collection process. He identified the most knowledgeable

representatives from the various collecting societies. 5/15/08 Tr. at 6719-20 (Fabinyi).

He participated in the drafting of the email inquiry that was sent to the foreign collecting

societies. Id. at 6721. Although counsel for the Copyright Owners collected the data for

Mr. Fabinyi's administrative convenience, see 5/15/08 Tr. at 6721-22 (Fabinyi), the

record is clear that he reviewed the information prior to submitting his sworn statement

and has vouched for its accuracy:



Q:: Okay. Now, does the entirety of the information on
Exhibit F-1 come from just the e-mail inquiries".

A:. In terms of the PPDs of full price records, to a large
extent, that's also something which I was~broadly aware of,
because:in my time at BIEM, even'though it was some time
ago, it was important to keep an eye on those various—
various issues. It's al,so worth noting that there is — even
though there is a range of figures presented and that-
tbere are many reasons why that may exist, there is also a
consistency amongst them. And that makes sense as well
because, in Europe, there,'s a principle of free m'ovement of
goods, such that if a... CD is publicly made available in
Germany, for example, then it's legally licensed for sale in
France as well. So you would imagine that between France
and Germany and between the various temtories, there's a
lot of cross-buying of CDs, So there's very little
opportunity for product which is released on an
international basis .. „ to have big variations in the price
across various territories.

5/15/08 Tr. at 6727-28, 6749 (Fabinyi).

613. The RIAA argues that Mr, Fabinyi did not have an adequate basis to rdly

on the data he presented. The record. shows, however, that Mr. Fabinyi collected data

from expert mechanical licensing representatives with whom he routinely exchanged

information in the ordinary course of business. 5/15/08 Tr. at 6723-25 (Fabinyi). For

example, Mr. Fabinyi solicited. and rece:ived information from the CEO of the Austrian

mechanical rights organization. 1'd. at 6722,. The information he received was broadly

consistent across territories and withhis own knowledge. Id. at 6766-67,6848-49. He

checked the U.K, data lumself and asked each collecting society representative to confirm

the accuracy of their data. Id. at 6729-30, 6765-66.

(c) The Rates Reflected in IVIr..Fabinyi's Analysis
.Are Not Inflated

614. The IUAA also argues that Mr. Fabinyi "skewed" the results by relying on

the average PPD only for full price albums„RIAA PFF g 758-59. He did no such thing.
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Rather, as Mr. Fabinyi explained, he selected the average PPD for full price albums to

allow for a one-to-one comparison between the highest rate in the U.S. and the highest

international rates. 5/15/08 Tr. at 6727 (Fabinyi). Moreover, his decision to select full

price albums was influenced by the fact that full price albums represent the largest value

and volume categories of CDs sold in the U.K. See id. at 6839-40.

2. Significant Differences Exist Between the Music
Markets in the U.S., U.K. and Japan

615. Nothing in its Proposed Findings changes the fact that the RIAA has failed

to demonstrate why this Court should look only to mechanical rates in the U.K. and Japan

for guidance in setting the statutory rate. As demonstrated in the CopyrightOwners'roposed

Findings and summarized below, the RIAA's fixation on the U.K. and Japan

ignores fundamental distinctions between the markets, including the absence of a

compulsory license in the U.K. and Japan, the prevalence of controlled composition

clauses in the U.S. and the higher revenue base in the U.K. CO PFF 'g'g 711-21.

616. There are fundamental differences between mechanical licensing in the

U.S., the U.K. and Japan. Id. The compulsory license process in the U.S. and the

prevalence of controlled composition clauses in the U.S. does not have a corollary in the

U.K. or Japan. Id. gg 712-15. The comparison of U.S. and U.K. rates as percentage of

wholesale revenue and PPD is flawed because "wholesale" in the U.S. is calculated net of

discounts whereas PPD is calculated before discounts. Id. gg 717-18. The U.K. and

Japanese markets are also distinguishable in terms of size and influence. Id. 'J[ 721.

617. The RIAA does not refute these differences. Indeed, the RIAA's own

international witnesses acknowledge the differences between the markets. See 2/12/08

Tr. at 2797-2802 (Taylor) (acknowledging that Japan provides less of a comparison);
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2/12/08 Tr. at 2767 (Taylor), IGAA PFF $ 728 ("In the U.K., the Alliance has insisted on

licensing only [to] music service jproviders and. has refused to 1Iicense [to] record

companies where, they are not the last link in the trancmiIssidn of music to the users....

[I]n the U.S., record companies... generally obtain mechanical licenses and pay

mechanical royalties for downloads"). Mr. Taylor testified, "it is very important to

understand the various legal and industry factors that influenced the setting of the rate."

RIAA PFF '[[ 767. The RPW has failed to provide such an understanding. And

Mr. Boulton testified that the comparability of international rates turns on the

consideration of eight or nine:factors, including the cultural significance of music, the

legal regime and the nature of the copyright. 2/13/08 Tri at 2943-44 (Bo'ulton). There is

no evidence in the record upon which such a comparison can be drawn.

618. Notably, the RjAA's own economist failed to endorse the notion that the

rate in the U.K. and Japan should be used as a benchmaltk for setting the statutory rate.

Professor Wildman specifically disclaimed that he had done any analysis that would i

permit him to support the U.K.. rate:

Q: Now, you'e not claiming, are you, that you have done
an analysis that would tell you that the rates .in the U.K. are
an appropriate benchmark?

A: I have not.

Q: You haven't studied the competitive circumstances in
the U.S. and the U.K.?

A: N'o, I haven'.

Q: You haven' studied anything about demand.
characteristjIcs—

A: Y'ou mean compaj~ing—

Q: — in the two markets?
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A: No, I have not.

Q: You haven't compared the bargaining positions in the
two markets, correct?

A: No, I haven'.

Q: Similarly, you haven't done any of that analysis for the
rates in Japan, correct?

A: That is true.

5/12/08 Tr. at 5987-88 (Wildman). The failure of the RIAA's own economist to endorse

an international benchmark speaks volumes about the usefulness of such rates as a

benchmark for the statutory rate.

VIH. The RIAA's Analysis of Derived Demand is Fundamentally Flawed

619. One of the central tenets underlying the RIAA's request for an

unprecedented cut in the statutory rate is its claim that economic theory requires the

mechanical license rate to go down as the price of CDs declines. See RIAA PFF g[ 549-

55. According to the RIAA's "derived demand" theory, because the value of inputs into

a final product is "derived" from the final value of that product, a reduction in the value

of the final product necessitates a reduction in the value of inputs. Id. $ 545. The proper

application of economic theory does not support this conclusion.

620. The flaws in the RIAA's economics were exposed by Professor Murphy.

Although the RIAA purports to find Professor Murphy in agreement with its claim by

citing out of context snippets of his testimony, see id. 'gg 545-50, in fact, the central thesis

of Professor Murphy's evidence was to the contrary; he demonstrated that a decline in the

demand for recorded music does not entail a decrease in the statutory rate. See K.

Murphy WRT (CO Trial Ex. 400) at 4-14; CO PFF Q 726-37.



621. The MAA's reliance on its own. economist, Professor Slottje, fares no ~

better. He readily conceded that he had not done the necessary empirical work to reach a

definitive conclusion concerning how a reducti.on in demand would affect mechanical

royalties. See 5/8/08 Tr. at 5345-47, 5393-96 (SlcIttje) ..'Professor Slottje testified thatan'ppropriateanalysis of derived demand would require an examination of how a reduction.

in demand had affected all of the principal I.nputs into recorded~ music, not si.mply the

mechanical license. See id, at 5345-48, 5393-96.

A. Contrary to the RIAA's Claims, Professor Murphy's
Explanation of Derived Demand in the ReCorded Music
Industry Undermines the Case fear sl. Mechanical Rate
Reduction

622. Notwith. tanding the IUAA'. assertion to the contrary, Professor Murphy

is not an exponent of the RIAA's derived demand theory. Rather, he explained that there

is no reason that the per-copy mechanical rate being set ln this proceeding should

decrease as the overall demand for recorded music decreases. K. Murphy WRT (CO

Trial Ex. 400) at 6-14.

623. Professor Murphy" s conclusion is premised on an analysis of the different

types of costs associated with providing inputs into recorded music. See CO PFF g'J[ /27-

31. Songwriters, like recording artists, have "fixed" I:osis ojf pkoducti'on—i.e., the costs

incurred to create a single composition do not change based on the number of units sold.'.
Murphy WRT (CO Trial Ex. 400) at 6.:Record companies, on the other hand, have

both fixed and "x ariable" costs of production, such as manufacturing, distribution and

marketing, that change based on the number of units sold. Id. at 6-7.

624. Because record companies have substantial variable costs, their incentive

to supply inputs into the final product of recorded music is principally affected by a
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reduction in price per unit, not the total amount of sales, because they are able to reduce

their variable costs as demand decreases. The incentive to produce inputs with fixed

costs of production, however, is affected by both a reduction in prices and the total

number of units sold. Id. at 7; 5/15/08 Tr. at 6886-87 (K. Murphy). Thus, Professor

Murphy demonstrated that when sales decline, "an equal reduction in the per-unit

payment for the fixed cost and variable cost inputs would create a disproportionate

reduction in the incentive to supply songwriting and other fixed-cost elements of the

recording." K. Murphy WRT (CO Trial Ex. 400) at 7. Professor Murphy illustrated the

point with an example:

Consider what would happen if the amount paid per-
recording to both the fixed and variable incentives were
reduced by 10 percent, while sales per recorded song were
reduced by 20 percent. The incentive to provide variable
inputs (those provided on a per-unit basis) would fall by 10
percent, since they now receive 10 percent less per unit of
input supplied. However, the incentive to supply songs and
other fixed inputs would fall by 28 percent, because
composers and others in the talent pool would now receive
only 72 percent of what they received before for each song
recorded (they would sell only 80 percent as many units
and each unit would earn 90 percent of the amount it
earned previously (0.8 times 0.9=0.72).

625. As a result, economic theory predicts precisely the opposite of what the

RIAA posits: As Professor Murphy explained, under conditions of falling revenues and

sales of recorded music, compensation per unit would need to rise for songwriters (and

artists) but not for inputs with variable costs. K. Murphy WRT (CO Trial Ex. 400) at 8.

"In the present context," with sales and prices falling, "in order to maintain the relative

incentives to provide creative and distribution inputs, the relative compensation per

recording for inputs in the creative step (including songwriters) must increase." Id.
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626. Professor Murphy" s proper application of economic theory is borne out by

his empirical work. Professor Murphy examined the major record companies'ost and

revenue information compiled by Linda McLaughlin„one o'f the RIAA's experts during

the direct phase of tins proceeding. Id. at 8-13. That data revealed a number of trends

that confirm Professor Murphy's description of the relevant'conomic theory.

627. First, the, percentage of the record companies'et sales revenue spent on

creative inputs rose between 1991 and 2005. K. Murphy %RT (CO Trial Ex. 400) at 9;

5/15/08 Tr. at 6890-91 (K. Murphy). Professor Murphy found 'that artist royalties, which

are likely to evolve in the same way as compensation for songwriters,, had risen as a

fraction of overall record company costs even as ( D sales and prices fell. CO PFF

lg'J[ 733-34; K. Murphy WR.T (CO Tr:ial Ex. 400) at 8&13.

628. Second, Professor Murphy examined the trends in compensation to the

creative inputs exclusive of overhead costs. K. Murphy WRT (CO Trial Ex, 400) at 1~0; ~

5/15/08 Tr. at 6894-95 (K. Murphy). The data showed that arti.st and mechanical

royalties had both increased a, a share of non-overhead costs, as had the costs of royalties

when combined with expenses for advances and recording (also creative costs). As

Professor Murphy concluded, thi. is exactly what one would expect under conditions

where manufacturing and distribution fi;&nctions are becoming less important (due to the

shift from physical to d:igital d.istribution). K..Murphy WRT (( 0 Trial ex. 400) at 10-11;

5/15/08 Tr. at 6894-95 (K. Murphy).

629. In making his argument, Professor Mttrphy drew a critical distinction-

one ignored by the RIAA in its selective citation of his testimony—between

compensation to songwriters on a per-song basis (i.e., the amount of royalties songwriters

255



receive in total for a given composition based on all of its sales) and compensation on a

per-copy basis (i.e., the mechanical royalty rate). Professor Murphy explained that

economic theory predicts that the Copyright Owners should receive a larger fraction of

spending on recorded music when sales and prices decline, but he was careful to note that

"this does not mean that their total compensation is unaffected.... As the number of

units of recorded music falls, Copyright Owners receive less in mechanical royalties for

any given royalty rate, with no corresponding reduction in their costs." Id. at 13. As he

stated on cross-examination:

Q: So a decrease in the demand for the final product will
decrease the demand for inputs and decrease the usage and
market prices of the inputs, right?

A: That's right. So let's be sure — clear what we'e
saying here, though, because when we say that, what it
means is when the demand for the final product goes down,
distribution inputs will earn less. So the inputs used in the
distribution phase will earn less. The inputs used in the
creation phase will also get less. What that means is that if
I am a copyright holder, say a songwriter, I will get less
return per song. That doesn't mean I am going to get less
return per copy sold, because if the number of copies sold
goes down by 20 percent, and even if the return per copy
sold went up by 15 percent, I would still take a 5 percent
reduction in my compensation. And what economic theory
tells us about is what's going to happen to their
compensation; that is, compensation for songwriters will go
down when the market contracts. That's not synonymous
with saying the rate will go down. In fact, it's a question of
whether the decline in demand pushes their compensation
down more than it pushes sales. If it pushes down sales
substantially, you could very well have the rate actually
rise and still have their total compensation [fall].

Q: You'e getting ahead of me, Professor Murphy.

A: Okay.

Q: I am sticking with a fairly basic concept here at the
moment. Okay? You would agree with me that if the
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demand for sound recordings falls,i'an expect the 'emandfor songs to fall, right?

A: Yes.

Q: And if the demand for songs, as an input to the sound
recordings, falls, we can expect the market price foi songs
to fall, correct?

A: The market price, yes, per song delivered, yes

5/15/08 Tr. at 6920-22 (K. Murphy).

630. Turning this testimony on its head, the RIAA claims that Professor

Murphy has endorsed their derived demand theory. Plainly,'e'as not. The RIAA's

contrary claim is constructed by a distorted and selective qu'otation of'is testimony that I

omits the core economic principles about which he testified. See RIAA PFF + 547, 549

(citing 5/15/08 Tr. at 6920 (K. Murphy)); $ 550 (citing 5/15/08 Tr. at 6922 (K. Murphy)).

The RIAA cites the last two questions and answers from the colloquy above without any

citation at all of the distinction that Professor Murphy draws between per-song and per-

copy prices. See RIAA PFF $ 550. But it is the per-copy, iiot the per-song price that is

being set in this proceeding. Thus, if the RIAA is seekirig s'upport for its flawed theory

that the mechanical rate must come down as the price of:recorded music declines, it

cannot rely on Professor Murphy.

B. Professor Slottje's Theory of Derived
Demand is Entitled to No Weight

631. The RIAA's reliance on Professor Slottje is equally misplaced. See RIAA

PFF + 545-51. Professor Slottje testified at trial that "tbere's been a decrease in the

demand, which has led to lower prices, and that should, Ceteris paribus, lead to a

decrease in relative input prices." 5/8/08 Tr. at 5345 ~(Slottje); see~also RIAA RFF $ 546.

But Professor Slottje's conclusion depends on his assumption of "all other things being
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equal." 5/8/08 Tr. at 5345-46 (Slottje). The absence of evidentiary support for his

assumption fundamentally converts his conclusion concerning the relationship between

demand and input pricing into unsupported speculation that is entitled to no weight.

632. Professor Slottje conceded that he had conducted no analysis of the prices

for other inputs. See 5/8/08 Tr. at 5345-47, 5393-96 (Slottje). As he explained in

response to a question from Judge Wisniewski, a decline in the demand for recorded

music would not necessarily entail a reduction in the mechanical royalty rate if other

inputs were appropriately considered:

A: [O]verall, there's been a decrease in the demand, which
has led to lower prices, and that should, Ceteris paribus,
lead to a decrease in relative input prices. One of the input
prices, of course, is the mechanical rate that goes to
songwriters.

Q: So all things being equal—

[.. ]

JUDGE WISNIEWSKI: Why does he want to hold
everything equal?

THE WITNESS: Because the — that's a good question. If
— if the — if you assume — if you assume — as an
economist, I honestly don't know the resolution to the issue
if overall demand is increasing, but actual legitimate
demand is decreasing, we would expect the inputs — the
demand for the inputs to decline. If overall demand
increases because of illegal activity and — does that mean
the value of the input is higher or lower? Legally, I think
you can — from the legal perspective or the legal portion
of it, I think is lower. The overall, I don't know how to
answer that.

JUDGE WISNIEWSKI: Thank you.

BY MR. SMITH:

Q: So maybe to at least clarify it for me, if, in the
marketplace, mechanical royalties were being set in a free
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market and the retail and wholesale value of recordings was
going down because of decreased demand, what would you
expect to happen to the amount of money'being paid for
songs in terms of mechanical royalties?

A;: A decline.

KJD(3E WISNIEWSEG: But, again., ken't )ou holding
everything else equal, including the price of all other inputs
and any other impacts on costs thatl col@id be had?

THE WITNESS: That's true. And if — what I — that'
absolutely true„

JI.JD(3E WISNIEWSIG: Thank ydu.

BY MR. SMITH:

Q:: Well, could. you explain a situation in which you
wouldn't expect the — the costs of the input to decline
because the cost of the output — the price of the output is
declining?

A:: His Honor has brought up an excellent point.. If there
were other inputs in the production of sound recordings that
were decreasing at. a lower rate relative to what was
happening to the mechanicals, then the mechanical may not
necessarily decline.

5/5/08 Tr. at 5345-4'7 (Slottje) (emphasis added).

633. Professor Slottje acknowledged that he had conducted no study of the

costs of other inputs, explaining that he did not "formalistically look at it" because he

"wasn't asked to take on that task.." Id. at 5396. In other words, Professor Slottje failed

to conduct the es,sential analysis that was required to reach any defensible conclusion

concerning the impact of a reduction in demand for recorded music on the mechanical

royalty rate. See id. at 5357, 5393-94.

634. Professor Murphy,, of course, conducted just such an analysis. K. Murphy,

WRT (CO Trial Ex. 400) at 4-14. Be exarrnned not just the effect of declining revenues
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on mechanical royalties, but also the effects on the numerous other types of inputs that

are used to produce recorded music. Id. What his analysis shows is that Professor

Slottje's conclusions concerning the relationship between demand for music and the price

of the mechanical license is not only flawed as a matter of economic theory, it is

contradicted directly by the empirical evidence. See id.

Agreements Between EMI MP and Digital Music Services Provide
Further Support for the Copyright Owners'ate Proposal

635. The RIAA levels a series of attacks on the agreements entered into

between EMI MP and various digital services. RIAA PFF Q 1001-25. The RIP%

cannot escape the conclusion that these agreements are evidence of market rates for

musical works. The RIAA disparages these services as "scattered newcomers," ignoring

the fact that collectively these services agreed to pay in advances to EMI MP.

Further, while a number of the rates in these agreements relate to products subject to the

partial settlement in this matter, and one rate relates to video rights not at issue in this

proceeding, the rates in these agreements are relevant to the Court's decision because

they demonstrate that rights for musical works are licensed at rates far in excess of what

the RIAA proposes across a variety of products (mastertones, limited downloads, on

demand streams and videos) that require licenses both for musical works and sound

recordings. 5/14/08 Tr. at 6487-89 (Faxon).

A. Skype

636. In April 2006, EMI MP entered into a two-year license agreement with

Skype, which planned to offer a digital subscription service that includes full downloads,

limited downloads and mastertones. For mastertones, the rates are the greatest of:
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Wiu m spent to4'iers

(i) and (ii), the agreement provides that

g+n IVY (CO TiiallEx~ 3) at

33; 1/29/08 Tr. at 460-468 (Paxon). Notably, the retail percentage in the Skype

agreement~ allocated to mechanical rights) effectively exceeds the RIAA's most

recent proposal for a percentage of wholesale revenue for mastertones (15%).

637. The RIAA suggests the Skype agreement is not a proper benchmark

because the license includes worldwide rights to EMI's U.S. and U.K. repertoire. RIAA I

PFF at $ 1007. The RIAA does not present any evidence that the U.S. rates were affected

in any way by the grant of worldwide rights.

638. The RIAA also argues that Skype is a'"start-up service that may have been

willing to pay high prices to music publishers on 4 sgec&lative~b@is." RIAA PFF 'at '

1009. The RIAA does not have competent evidence to support its own speculation on

this point, and the Court has been skeptical of similar evidence beyond the terms of the

contract. See 2/20/08 Tr. at 3963 (Wilcox) (sustainirig objections to questions regarding i

negotiations of NDMAs); 1/28/08 Tr. at 96-97 (Copyright Owners'pening statement)

(Court questioning admissibility of evidence of negotiations). The RIAA has no vialid

grounds for disputing that the contract provides tile best levi'dedce of the Value of EMI

MP's musical works.

For a comparison of retail to wholesale percentages,'see generally CG PFF+,
504-507.
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B. Spiral Frog

639. Effective April 1, 2006, EMI MP entered into an agreement with Spiral

Frog, an advertiser-supported service, that provides limited downloads and streaming at

no charge to the listener. The licensee paid a advance. Faxon WDT (CO Trial

Ex. 3) at 35. Mechanical royalties for limited downloads and streams are

. Id.; Faxon WDT (CO Trial Ex. 3), CO Ex

223 at 11; 1/29/08 Tr. at 468-72 (Faxon).

640. As with Skype, the RIAA attacks the Spiral Frog benchmark as a "start-up

service," RIAA PFF at $ 1012, that has had problems launching, id. $ 1013. The RIAA

ignores the fact that Spiral Frog committed to pay a advance to gain access to

EMI MP's musical works. Furthermore, the evidence shows that Spiral Frog's delayed

entry was due in part to the RIAA members'efusal to license the service. See 5/14/08

Tr. at 6515-16 (Faxon) ("Again, that service has been delayed quite considerably by

being unable to license sufficient recordings, though it is operating now with Universal

content.").

C. Music Net

641. On January 31, 2007, EMI MP entered into a two-year license agreement

with MusicNet, Inc. ("MusicNet") for conditional downloads and on-demand streams.

The agreement includes a guaranteed advance of

installments over 18 months and a royalty rate of

payable in four equal

on

the sale of conditional downloads embodying compositions controlled by EMI. Faxon

WRT (CO Trial Ex. 375) at 9. The parties agreed that the rate for on-demand streams

would be
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642. The RIAA's only attack on the MusicNet agreement is that royaltie's hkve~

yet to exceed the advance. But the RIAA cannot challenge the fact that MusicNet was

willing to commit to pay a advance to gain access to EMI MP's musical works

at the noted rates. Further, EMI MP has in fact accrued royalties over

against both this $2 million advance and a advance for use of EMI MP i

compositions prior to 2007. Response to Interrogatory No. 24, Responses and Objections

on Behalf of NMPA, SGA, and NSAI to the RIAA and DiMA's Third Set of

Interrogatories.

D. Imeem

643. On November 7, 2007, EMI MP entered into a license agreementwith'meem,
Inc. ("Imeem") for on-demand video streams of label-produced videos, user-

generated videos and on-demand audio streams.

'Fetor WIT

(CO Trial Ex. 375) at 8-9.

. Although a number of the ralles in Qe )grt:event reinain subject to

EMI MP entering into agreements with the labels, including rates for user-generated label

videos (i.e., a user creates a video but uses a sound recording released by a label), the

agreement includes one rate relating to a situation in which Imeem is licensing both the

musical composition and the sound recording, n~eliy fear label produced videos licensed

by independent record labels. The rate payable to EMI MP for such videos is

644. The RIAA dismisses the Imeem agreement because it relates to videos and

because HMI MP has yet to collect beyond the advance. RIAA PFF at $ 1018. But the .
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rates set in this agreement are evidence of the reasonableness of the proposed rates here:

"With respect to Imeem, it was to demonstrate that the economic impact across a wide

range of consumer products, some of which are implicated in this hearing and some are

not, follows a — follows a pattern." 5/14/08 Tr. at 6488 (Faxon). In addition, while

Mr. Faxon testified the percentage rate was equal only to of the "content pool" of

total payments for rights to musical works and sound recordings, id. at 6510, this

percentage far exceeds what the RIAA proposes as reasonable rates.

E. QTrax

645. EMI MP entered into a license agreement with LTDnetwork for its Qtrax

service in August 2006, and entered into an amendment in February 2008. The license is

for "audition" downloads (i.e., conditional downloads) and "authorized" streams (i.e., on-

demand streams) being offered in an advertisement-supported service. The royalty rate

for these downloads is

Faxon WRT (CO Trial Ex. 375), Ex. G at 11.

Faxon WRT (CO Trial Ex. 375) at 10. Under the

amendment, the rates in the agreement are extended through January 25, 2010 and

Id.

646. The RIAA suggests that this market-rate contract is irrelevant. The RIAA

itself elicited evidence from Mr. Faxon about the relevance of QTrax: "in Qtrax, which
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is largely about conditional downloads, the — again, to the read-across between that deal

and the — and the rates being set in these proceedings." 5/14/08 Tr. at 6488-89 (Faxon).

As noted above with respect to other agreeinents, theirates in this ageement (

) exceeds geiI th) RJAA. gghgst Pro/os'ed

percentage rate of 15'f wholesale revenues for mastertones.

X. The Penny Rate Should Not Be Abandoned

647. In support of their requests that.the Court abandon the penny rate—which'as

worked well for almost a century—in favor of a percentage of revenue system, the

RIAA and DiMA recycle a variety of arguments that lack evidentiary support.

648. It is indisputable that under the penny rate, as usage of musical

compositions increases, mechanical royalties increase proportionately. See CO PPF

$ 593. It is equally indisputable that under the pe(ceptage of revenue'stnicture that both

the RIAA and DiMA seek, usage and mechanical royalties can become uncoupled,

resulting in lower payments for more use of the Copyright Owners'ork. See id. $ 594.

649. Because the RIAA and DiMA caniiot dispute either of, these propositions,

they instead exaggerate the purported benefits 'of a percentage iate. But their exaggerated

endorsement is insufficient to create a case for abandoning the historical penny rate and

justify the disruption that would result.

A. A Percentage Rate Does Not Protect the
Value of Musical Compositions

650. The RIAA contends that a "percentage rate reflects the contributioris of

copyright owners and copyright users automatically," whether "prices rise or fall." RIAA

PFF $ 1503. This is simply not so. A penny rate maintains the intrinsic value of musical

compositions independent of the pricing decisions of copyright users, which are beyond
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the Copyright Owners'ontrol. See CO PFF $ 598; 1/29/08 Tr. at 482 (Faxon). Indeed,

as the Copyright Owners illustrated in their Proposed Findings of Fact, record companies

themselves routinely take advantage of the downward price protection that usage-based

rates provide. See CO PFF 'g 598-600. Thus, record companies consistently refuse to

accept payment for their sound recordings on a percentage-only basis, and instead insist

on payment terms expressed in pennies or dollars in their agreements for the sale of CDs

and digital products. See id. Indeed, all of the agreements in the record between record

companies and digital music services include usage-based payment terms. See id. g 600.

In advocating a percentage rate, the record companies seek to deprive the Copyright

Owners of the very protections they afford themselves.

B. A Percentage Rate Is Not Needed to Provide the
Flexibility Benefits the RIAA and DiMA Claim

651. The RIAA argues that a percentage rate allows flexibility to innovate with

new products, RIAA PFF $ 1503, and ensures that the introduction of new products will

not be held up by protracted negotiations, id. 'g 1513. DiMA makes the same point,

arguing that a penny rate is "inflexible." DiMA PFF 'j[ 226. Neither argument is

persuasive.

.652. In support, the RIAA cites its experience developing subscription services,

as well as physical products such as DualDiscs, Super Audio CDs and Super Discs. See

RIAA PFF 'g 1482. The record is clear, however, that the music publishers did not delay

the launch of any of these products or services. See 2/21/08 Tr. at 4155 (Barros). The

record companies are to blame for the late arrival of subscription services, years after

pirate peer-to-peer file sharing began to run rampant, as numerous record company

documents and executives have confirmed. See, e.g., H. Murphy WDT (CO Trial
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Ex. 15), Ex. 700 at RIAA 018075 (listing reasons twhp scold c'ompanies failed to take

aggressive and decisive action to create an alternative to piracy, including "[s]urprise at'peedand scope of piracy problem, "[c]oncerns over carinibalization of CD revenues"

and "[b]usiness model questions"); RIAA Trial Ex. 9'Terra Firma presentation

describing the recording industry's response "to the growth in digital consumption" as

"slow"). The record, in fact, confirm that music publishers helped jump start the

'ajors'ubscriptionservice businesses with a 2061 agreement that gave the record

companies the right to use musical works on a use-now, pay-later basis. 2/25/08 7r. at

4383 (McGlade).

653. And although the RIAA continues to claim that negotiations between

music publishers and record companies over mechanicali royalties delayed the arrival of i

DualDiscs in the marketplace, the evidence shows that DualDiscs %ere first released by:

Sony BMG in the spring of 2004, prior to the execution of the first NDMA and that the

negotiations over mechanical royalties did not materially dhlay the launch of DualDiscs.

2/20/08 Tr. 3976-77, 3981 (Wilcox).

654. The problem with each of the products the RIAA touts is that they were

not attractive to consumers. See CO PFF Q 527-28; 2/28/08 Tr. at 3980-81 (Wilcox);

1/29/08 Tr. at 457 (Faxon). The Copyright Owners'nsistence on fair compensation did.

not hinder the success of these products. 2/21/08 Tr. at 4155 (Barros). Moreover, sales

of DualDiscs and the other physical formats that the RIAA posits woold 'have beeri

advantaged under a percentage of revenue system have been trivial. See CO Trial Ex. 77

(Sony BMG's DualDisc sales in 2006 totaled approximately $13.3 million).
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655. Equally unavailing is the RIAA's argument that it needs the flexibility of a

percentage rate to roll out innovative new products today. In support of this contention,

the RIAA provides "case studies" of Nokia's "Comes with Music" program and "digital

album cards." RIAA PFF 'g 1534-41, 1544-46. But these examples prove the opposite

point. Both Universal and Sony BMG have already entered into agreements with Nokia

for the "Comes with Music" program, proving that the penny rate is not a hindrance to

such novel business arrangements. Eisenberg WRT (RIAA Trial Ex. 89) at 13; 5/13/08

Tr. at 6052 (Eisenberg); CO Trial Ex. 352. As Mr. Eisenberg admitted, Sony BMG's

agreement with Nokia is not conditioned on a percentage of revenue rate or a reduction in

the penny rate. See CO PFF 'j[ 629. Although the RIAA claims that "Nokia insisted on a

bail-out provision in the event that the mechanical royalty rate is too high," RIAA PFF

$ 1541, nothing on the face of the agreement links its termination option to mechanical

royalties, CO PFF 'g 629.

656. With respect to digital album cards, Sony BMG has already launched this

new physical product in both the United States and Canada—two jurisdictions that

feature penny rates for physical products. See Eisenberg WRT (RIAA Trial Ex. 89) at

19; 5/13/08 Tr. at 6132-33 (Eisenberg). Clearly, the penny rate did not preclude Sony

BMG from introducing this product. See id.; CO PFF $ 630.

657. Nor are the RIAA's arguments that a percentage of revenue rate will give

record companies the flexibility to offer consumers additional content and variable

pricing at all persuasive. Although the RIAA contends that a percentage rate is necessary

for "record companies to release more songs on their CD albums," particularly "catalog

projects and compilations [that] require higher track counts," RIAA PFF $ 1555, the
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undisputed testimony in the record is to the contrary. As three music publishers testified,,

the Copyright Owners have historically granted reductions i.n mechanical royalties for

budget and compilation CDs, and to accommodate a large number of tracks on an album.

See 2/5/08 Tr. at 1666-68 (Peer); 2/12/08 Tr. at 2 i 04 (Firth); Faxon VERT (( 0 Trial

Ex. 375) at 15. And record companies also rely on controlled composition clauses to cap

mechanical royalties on albums with high track counts. CO PFF $ 633.

658. The RIAA also asserts that under the penny rate "the record companies

may be foreclosed from introducing low price point Products that tvobld'benefit the

record companies and the songwriters/musi.c publishers.'" RJAA PFF $ 1564. But as

economic theory predicts, and market practice confirms, publishers and songwriters will ~

voluntarily agree to new business models "where these new models are expected to

increase the sales of [their] works." CO PFF 'g 632 (quoting Landes )VRT (CO Trial

Ex. 406) at 23). Ignoring this marketplace reality,'he R~IAA attempts to show that for.

permanent downloads, the penny rate "has made lowering the price per track cost-

prohibitive." RLM PFF 'J[ 1565. Yet again, the RIAA has selected an inapt. example.

Although 99 cents—the: price set by Apple—is the stand.ard. prj.ce for permanent

downloads, at least two digitall music providers, Wal-Mart and Amazon, have entered the

market and undersold Apple. See CO PFF 'g 625. In fact, according to DiMA, the

average price of .Amazon's permanent downloadsi is 89 cents. See td. Accordingly,

neither the penny rate structure nor its current 9.1-cent level is impeding price flexibility

in today's permanent download market.

659. In short, the. RIAA's "flexibility" is a one-way street: a percentage rate

would shackle the Copyright Owners to the: distribution decisions of copyright users
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without giving the Copyright Owners any opportunity to preserve the value of their

works. Further, no percentage rate could be so flexible as to eliminate disputes about

whether new products were within the ambit of Section 115, as the Court has observed.

See 2/14/08 Tr. at 3351-53 (A. Finkelstein; Roberts, J.).

660. DiMA's flexibility arguments fare no better. There is no evidence of the

need for any flexibility for permanent downloads. The leading provider, Apple, has

concededly "launched under a penny-rate system and achieved great success." DiMA

PFF 'J[ 225. DiMA's argument that iTunes'uccess is unique and that the penny rate is so

"inflexible" that it "discourages new entrants" is also contrary to the evidence. Id. g 226.

The permanent download market is booming, and eight companies have entered it in

recent years, notwithstanding the fact that the mechanical rate for permanent downloads

is calculated on a penny basis. CO PFF 'g 625.

C. The Parties Interests're Not Aligned

661. In their Proposed Findings of Fact, the RIAA and DiMA both repeat the

claim that the interests of the Copyright Owners and the copyright users are aligned. See

RIAA PFF 'J[ 1161; DiMA PFF $ 204. That is simply not so.

662. First, even the record company witnesses acknowledge that the interests of

owners of musical compositions and sound recordings are not necessarily aligned with

those of digital music providers. CO PFF 'J[g 594, 608. That is because digital music

services may not be "in the business of selling music," but rather selling "goods and

services or advertising related to other products." CO PFF g 605 (quoting 5/13/08 Tr. at

6112 (Eisenberg)). Apple is a prime example. It has stated publicly that its goal is to

operate its iTunes Store at breakeven to promote greater sales of profitable iPods. CO
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PFF $ 611. This is why the record companies insist on penny minima in their agreements

with Apple.

663. Nor are the interests of the record companies and the Copyright Owners

necessarily aligned, which even E'rofessor Teece concedes. ~ RZAA~ PFF 'j 608. To take

one example, the interests of the parties diverge because a record company, just like a.

digital music service, may decide to use music as a less leader (o driv'e sales of another

product or service. CO PFF 'g 610. Moreover, the RjlAA's proposed revenue base dods

not align the parties'nterests, because it does not allow the Copyright Owners to share in

all of the economic compensation that the record companies receive for transactions

involving music. Id, g 609-10. 'This is not a theoretical concern, as .illustrated by Sony

BMG's recent deal to provide mu.sic to MySpace tin exchange for an equity stake in

MySpace (among other things). 5/12/08 Tr. at 5716-19 (A. Finkelstein). As

Ms. Finkelstein admitted at trial, the value of the equity stal.e that Sony BMG received

from MySpace would not be included in the REAA's proposed definition of wholesale

revenue, and thus would not be shared with. the Copyright Owners. Id. at 5718, ~

D. International Markets Do Not Support the Adoption of
a Percentage Rate

664. The EHAA and DiMA also claim that a percentage rate is appropriate

because it is used in many other countries. DiMA PE'F $['g 213-15; RIAA PE"F 'J[$ 1587-

93. That may be so, but the evidence does not bear out the RIAA's claim that a

percentage rate has facilitated innovative new products in those countries that have

adopted a percentage rate. To the contrary, the evidence shows that the digital market in

the U.S. has grown far faster than in those countries where tnechaoical royalties are

computed on a percentage of revenue basis. CO PFF m'634-36. And the record

271



companies'ovember 2007 agreement to maintain and increase the penny rate for

physical products in Canada further undermines the RIAA's claims that U.S. record

companies cannot survive without a percentage rate. See id. at 637.

K. The RIAA's Rate Proposal Is Neither Simple To Apply
Nor Consistent with Marketplace Practices

665. Finally, the RIAA contends that its proposed wholesale revenue base is

easy to apply and consistent with existing practice in the marketplace, because that

proposed revenue base is allegedly the same as the revenue base used for calculating

artist royalties today. RIAA PFF 'g 1608. Again, the RIAA's claims are contradicted by

the record.

666. First, the RIAA has failed to address the undisputed fact that monitoring

and auditing the copyright users'ompliance with mechanical royalty obligations under a

percentage of revenue regime would be more difficult and more expensive than under a

penny rate. See CO PFF g 648. This is because unlike a penny rate, which requires

consideration of only two factors (units distributed and the applicable rate), a percentage

rate requires, for products sold on a per-unit basis, evaluation of three factors (units

distributed, the percentage rate, and the sale price for each unit). Id. 'g 596 (citing 2/7/08

Tr. at 2173 (Landes)). Further, for music that is distributed as part of a bundle, pursuant

to wholesale discounts or through a barter transaction, the appropriate mechanical royalty

is susceptible to revenue base manipulation. Id. 'j[ 616.

667. Moreover, although the RIAA pretends that its definition of the revenue

base against which the percentage would be measured is straightforward, the evidence is

to contrary. For example, when pressed by the Court to specify whether the RIAA's

proposed revenue definition was the same as the revenue definition used in Sony BMG's
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artist contracts, Andrea Finkelstein confessed: "I icannot sap it&s identical in everyword.~'/12/08

Tr. at 5665 (A. Finkelstein). Further, as the Court also observed, there is no 'videncein the record concerning whether the RIAA's proposed revenue definition is

consistent with the terms defining the revenue'base in the artist agreeinents used by the

other three majors, much less the thousands of independent record companies that exist.

See id. at 564-65. Indeed, when asked to identify the appropriate revenue base for the

RIAA's rate proposal, Mark Eisenberg of Sony BMG was at a loss for an answer.

5/13/08 Tr. at 6136-37 (Eisenberg).

DjMA Has Not Justified Its Proposed Rate Cut

A. Overview

668. As described in greater detail iri the Copyright Owners'roposed Findings

of Fact, DiMA has proposed a reduction in the mechanical royalty rate for permanent

downloads of approximately one-third. CO PFF g[ 804&05J Such' change'is unjUstified

and completely unsupported by the record.

669. DiMA contends, for example, that'the'digital miisib mhrkbt is "iiascent,"

and therefore needs a low mechanical royalty rate based on a percentage of revenue to

encourage growth. DiMA PFF 'g 1, 142, 196. Substantial evidence presented over tbe I

course of the proceeding, however, unequivocally shows that Apple's iTunes Store, the ~

leading permanent download provider, is extremely Suckesdful'and has stuphssH the'xpectationsof Apple's own executives with respect to its sales, revenue and profit

figures. See CO PFF $ 383; see also 2/25/08 Tr. at 4245-46 (Cue). QiMA also argues

that the costs and risks faced by digital services, as well as the benefits they provide to

consumers, deserve credit in the form of a reduction in the inechanical royalty rate. See i

generally DiMA PFF Q 76-181. This position ignores the fact that the Copyright
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Owners'ontributions in the digital world are already undervalued. While the Copyright

Owners recognize the critical value of legitimate digital music services, DiMA has

provided no evidence—in the form of marketplace benchmarks, or otherwise—that

justifies the dramatic cut in mechanical royalty rates DiMA has proposed.

670. As an initial matter, DiMA's arguments are entitled to little weight

because they are, in most cases, completely unsupported by credible evidence. As DiMA

acknowledged in its finding of facts, the parties reached a settlement with respect to

limited downloads and interactive streaming. DiMA PFF $ 24. Notwithstanding the

settlement, DiMA relies heavily on testimony and evidence concerning subscription

services that is largely, if not completely, irrelevant to setting the rate for permanent

downloads. The costs incurred in building and operating a subscription service offering

limited downloads and interactive streams have nothing whatsoever do to with

calculating a reasonable royalty for permanent downloads.

671. DiMA resorts to these arguments because there is nothing in the record

that would otherwise support its claim for a significant reduction in the permanent

download rate. Nor is there any evidence to connect DiMA's proposed rates to

marketplace benchmarks. In the end, their sole expert witness, Margaret Guerin-Calvert,

does not even offer a benchmark, choosing instead to offer vague admonitions to the

Court concerning the degree of care it should exercise in setting a rate.

B. The Permanent Download Market is Thriving

672. The bedrock of DiMA's case is that "[d]igital music consumption is

nascent." Guerin-Calvert WDT (DiMA Trial Ex. 7) at 24; see also id. at 3-6, 53; 2/25/08

Tr. at 465 (Guerin-Calvert); Cue WDT (DiMA Trial Ex. 3) at 3; 2/25/08 Tr. at 4264-65

(Cue). DiMA argues that "digital distribution is still a new and evolving business," and
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that "[t]he future prospects of most current and potential'digital music distributors are~

uncertain at best." DiMA PFF $ 138; see also id. 'g 142, 231. The testimony was

subject to challenge with respect to services offering limited dowaloads and interactive

streaming. With respect to the permanent download business, these arguments have do ~

bearing whatsoever.

673. The permanent download business is dominated by Apple and its iTunes

Store. The entry of multiple challengers to the iTunes Store has done nothing to supplant

its dominant market position. 2/4/08 Tr. at 1178 (Enders). DiMA concedes the point,

noting that the digital music market can be considered "new and evolving" only if

"Apple's current success with its iTunes Store" is removed from the mix. DiMA PFH

'g 138.

674. The evidence presented over the course of the proceeding confirms

Apple's success. See CO PFF Q 831-835. The iTunes Store launched in April 2003,.

over five years ago, and became an immediate success. See 2/25/08 Tr. at 4246, 4236

(Cue). Since that time, the iTunes store has sold ovei 4 billion songs globally, and over 3

billion in the U.S. alone. 2/4/08 Tr. at 1181 (Enders). In 2006, sales averaged roughly

11.0 million single track permanent downloads arid 592,000 digital album permanent

downloads each week. CO PFF $ 390. The iTunes Store currently controls

approximately 85% of the permanent download market. Enders WDT (CO Trial Bx.10),'t

28; 2/4/08 Tr. at 1178-80 (Enders).

675. The iTunes Store's revenues also indicate the level of development. and

success experienced in the permanent download market.i
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2/4/08 Tr. at 4292 (Cue). In 2006, revenues for the entire

permanent download market reached $878 million, and accounted for about 81'f the

U.S. digital music market overall. Id. $ 457; see also Enders WDT (CO Trial Ex. 10) at

23. The iTunes Store accounts for roughly~ of this amount, generating

in revenues in 2006. Revenues from the iTunes Store grew again in 2007,

totaling approximately 2/25/08 Tr. at 4294-95 (Cue). Revenues for the

entire permanent download market are forecasted to grow to approximately $2.7 billion

by 2012. Enders WDT (CO Trial Ex. 10) 23 n.46, Ex. C at 4; see also CO PFF Q 470,

832 . These statistics are undeniable signs not of a nascent market, but of a well-

established and growing market.

676. And a profitable one. Mr. Cue, the Vice President of iTunes and DiMA's

primary witness on the permanent download market, explained during the direct hearing:
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2/4/08 Tr. at 4295-96 (Cue). 'I'hat contribution margin has been

from quarter to quarCer, earning iTunes profits in the range of /QQQQ. See Enders

WDT (CO Trial Ex. 10) at 30-31. Those profits do not take into account the orders of

magnitude higher profits that Apple earns in the successful:implementation of its strategy

to use downloads to drive iPod. and other hardware shies. Id. at 29-30 (noting that Apple

generates profit margins in excess of 20'%n iPods).

677. Seeking to divert attention from iTunes'uccess, DiMA claims that

"[a]llowing legal digital distribution to reach its fullest potential will require new

entrants." DiMA PFF [[ 74. There is no evidence to support that assertion. In fact, th'

number of digital music providers selling permanent downloads is already growing.

Subscription services such as Rhapsody and Napster now offer permanent download

options to both subscribers and non-subscribers. Indbpehdelnt retailer's such as %al-Mart

and Amazon have also recently begun to operate their own digjital music stores., selling

permanent downjloads at prices lower than Apple's well-established 99 cents per track

price point. CO jPFE'" g 354.

678. None of these services has been deterred by the existing mechanical

royalty rate or penny rate structure. Id. g 623-26.

~5555555
~RRRSRSS

4296 (Cue) Qgggggggg
2/25/08 T). at

~QQ D:iMA has provided $o et id)n/e pat Pthgr permanent
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download providers have fared any differently under the current rate or penny-rate

structure. DiMA offered no financial statements from Wal-Mart or Amazon or any other

download service.

679. Similarly, the financial information introduced concerning subscription

services such as Napster and Rhapsody tells the Court nothing about the profitability of

their permanent download business, they report only revenue. Claire Enders, the

Copyright Owners'xpert witness on the digital music industry, for example, was able to

chart the revenues earned by permanent download sales through MusicNet, Napster and

RealNetworks. See Enders WDT (CO Trial Ex. 10) at 37-40. She was unable, however,

to determine whether each service generated a profit from permanent downloads. Apart

from the royalty provisions included in each service's contracts with the record

companies, which outline how much each service pays the record companies for each

track sold, costs were not allocated separately to permanent downloads, limited

downloads or interactive streams. See id. at 53-55. None of these services provided any

evidence as to the profitability of their permanent download business. The only complete

evidence concerning the economics of permanent downloads comes from iTunes.

C. The Benefits of Digital Music Do Not Justify a
Reduction in the Mechanical Royalty Rate

680. The permanent download market is thriving in large part because

consumers are particularly attracted to a number of features offered by permanent

downloads, especially in comparison to both CDs and subscription services. Both DiMA

and the Copyright Owners have recognized that the comprehensive catalog, instant

availability of music on a 24/7 basis, portability and convenience, among other features,

associated with digital downloads attract consumers to digital music services and increase
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the value of digital music. See CO PFF If 389-92; DiMA PFF Q 81-100. The parties

express different opinions, however, on the implications'of these features with respect to

the mechanical royalty rate. The Copyright Owners have presented ample evidence that

"digital transmission increases the value of individual compositions," thereby justifying

an increase in the mechanical royalty rate for permanent downloads. Landes WDT (CO

Trial Ex. 22) at 38; see generally id. at 36-40. DiMA contends, in contrast, "legitimate

digital distributors can perform these vital functiotis only if 'they are not saddled with

innovation-stifling costs," and thus need a reduction in the mechanical royalty rate.

DiMA PFF $ 77. Nothing in the record, despite DiMA's assertions, supports the

conclusion that the benefits offered by digital music,,to either consumers or the Copyright

Owners, justify a reduction in the mechanical royalty rate.

681. DiMA cites the influence of the "ldng'tail effect," for bxainple, hs being

particularly beneficial to the Copyright Owners. According to.DiMA, "[t]he 'longtail'enefits
consumers and all industry participants, but the'greate'st value inures to the

songwriters and copyright owners who would otherwise receive nothing (or nearly

nothing) for relatively obscure music that legal digital distri'butors'make available to i

consumers." DiMA PFF $ 111 (emphasis added) J Phrmlandnt tio+nload'providers do;

offer easier access to a wide range of songs. Yet every sale'f a permanent download is a

sale for both the Copyright Users and the Copyright Owners, as both DiMA and IUAA

witnesses acknowledged. See CO PFF $ 759 (discussing testimony by Glenn Barros,.of .

Concord Records, concerning the boost his company's niche offerings have received

through digital services); see also 2/25/08 Tr. at 4251-53 (Cue) (discussing the impact ofI

the long tail effect on the distribution of music sold through the iTunes Store).,
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682. DiMA's own evidence supports this fact. In DiMA's Proposed Findings

of Fact, DiMA references the 2005 Annual Reports from the EMI Group and Warner

Music Group, both of which control record companies and music publishers. These

reports discuss how catalog sales of record companies are stimulated by digital

distribution. DiMA PFF $ 103. Neither report, however, indicates that EMI MP or

Warner/Chappell benefited more than their sister record companies. To the contrary,

record companies, which garner roughly 61 cents out of every digital single dollar

generated by the "long tail effect" are the principal beneficiaries. DiMA's member

companies make these sales possible for both sides, but that fact does not justify

penalizing only the Copyright Owners with a reduction in the mechanical royalty rate.

683. DiMA also attempts to rely upon the innovations in digital distribution

offered by digital music services, as well as the Copyright Owners'dependence" on

such innovations, as justification for a reduction in the mechanical royalty rate. See

DiMA PFF 'g 126-35. These arguments, in essence, criticize songwriters and music

publishers for not making greater efforts in the distribution of sound recordings. In doing

so, they suffer from the same flaws that undermine similar arguments made by the RIAA.

See Section IV.E. Songwriters and music publishers are not in the business of arranging

for the digital distribution of music, contributing instead to the creation of musical works.

An appropriate mechanical rate should no more penalize the Copyright Owners for not

distributing music on the internet than it should penalize DiMA's members for not

writing the songs.
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D. Pi.racy is Not the Only Economic'ondition That
Should Be Considered by the Courts

684. Under Section 801(b)(1)(B)., the Court is charged with setting a rate that

provides for fair returns to the Copyright Owners and a fair income to the Copyright

Users "under existing economic conditions." 17 U.S.C. g 801(~b)(~1)(B). According to

DiMA, the "most pressi.ng" existing economic condition is digjital piracy. DiMA PFF

'g 40. DiMA repeatedly stresses the "singularly disruptive threat to all legitimate industry

participants" that. is posed by piracy, and uses this ttuieat to justify its proposal for a

dramatic reduction in the mechanical royalty rate. Id. $ 59 ("Raising mechanical ratesor'mposing

de facto retail price regulation via unreasonable rrunimum penny rate fees

would lead to even higher costs for digital distributors, making it more likely that digital

distributors would be compelled to 'abandon the market to Internet pirates.'").

685. DiMA's stance on exIisting econo6uc bon'ditions, however, is flawed for

two reasons. First, DiMA emphasizes the importance of digital piracy to the exclusion of

other "existing econom:ic conditions," such as the transition to a diigital s:ingles market,

that should also be considered by the, Court. Second, DiMA fails to adequately connect

the impact of piracy—which affects songwriters,:music publishers, record companies and

digital music services alike—to any decisions.made by the digital ~music services

currently in operation or to DiMA's current rate progosdl.

686. There is no dispute among the parties that digital piracy is a significant

problem that negatively impacts every partiicipant in the music industry. See, e.g., CO

PFF 'g 237-39; DiMA PFF g 40-45; RIAA PFF 'g 239. However, despite sweeping

allegations about the impact of piracy on the development and structure of the digital

music industry, DiMA has failed to provide empirical evidence linking digital piracy to
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business decisions made by permanent download providers. Piracy existed before the

launch of the iTunes Store, and did not deter Apple from expanding its iTunes Jukebox

software into the iTunes Store, as Mr. Cue described:

We noticed that a lot of us were buying music and ripping
them from CDs, and at the same time piracy and illegal
software downloading was taking off. And we looked at
the problem and said, boy, wouldn't it be great if we could
buy any song that you wanted, or any album that you
wanted, 24-by-7, have unlimited shelf space, and do that
right within iTunes.... And so all of us really looked at that
problem and said that would be, you know, a great idea to
build. And this was back in 2002. Piracy, as I said, was
really starting to take off. There was the Napster model of
people downloading illegally. So we went to the music
labels — in particular, we picked one label to go to that we
started the conversations with, and we said, we'e
interested in doing this, and we brought the idea of how we
wanted to build the music store.

2/25/08 Tr. at 4221 (Cue).

687. Piracy is still a threat, but new permanent download providers continue to

enter the marketplace. CO PFF $ 386. Furthermore, DiMA's contentions that legitimate

digital services are unable to compete with free pirate services and are, therefore, forced

to exit the digital music industry, apply primarily to subscription services rather than to

permanent download providers. See, e.g., Guerin-Calvert WDT (DiMA Trial Ex. 7) at 29

(citing the decision of AOL/MusicNow, a subscription service, to exit the market because

of "the difficulty in getting consumers to buy into the concept of legitimate digital music

services where they have to pay to consumer [sic] digital music."); see also 2/4/08 Tr. at

1196-99 (Enders) (listing a number of subscription services that have already exited the

market).
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688. D:iMA argues that "[p]iracy also forces legitima'te digital distributors to

price as low as possible so as to compete with free music." DiMA PFF ']'[ 52; see

generally id. 'J['j[ 48-59. There is not a sl!red of empirical'vidence to support that clai~

DiMA's economist, Ms. Guerin-( alvert, conceded that she had performed no price

sensitivity studies to measure the impact of piracy or any other factor on digital music

pricing. 2/26/08 Tr. at 4581-84 (Q: And you did&'t Ho Any splciAc dern'and elasticity

study for the digital music market, diid you? A: Of the type I just talked about, no.). ~
~555SRRR
~5555555

2/25/08 Tr. at 4332 (Cue); see also id. at 4266-67 ("[i]n the case of singles, again, all of

our pricing has ajlways been 99 cents, and I think the study that we continue to run is

significant sales and growth; that" s how we'e measured whether Ke wete being

successful or not."). To the extent that DiMA is suggesting that pjiracy precludes any

pricing above 99 cents per download, it is just that, a suggestion. No evidence supports

the claim.

689. Additjonally, DiMA is myopic in its arguments that piracy is "the

predominant economic conditjion affecting the marketplace"'nd, thus, the only condition

of which this Court should be aware. DiMA PFF $ 6. DiMA i~gnores other significant

economic conditions that have resulted from the development of the digital music market,

particularly the transition to a singles market.

690. According to Ms. Enders, consumers are particularly attracted to digital

,music because it allows them to "cherry-pick" single tracks rather than purchase an entire

album. CO PFF 'J[ 390; see also Enders WI)T (CO Trial Ex. 10) at 20-21. Consumers'



desire to cherry-pick has resulted in a digital market largely driven by the sale of singles,

as opposed to albums. See Enders WDT (CO Trial Ex. 10) at 6-7; see also 2/4/08 Tr. at

1248 (Enders); Landes WDT (CO Trial Ex. 22) at 6, 38-39; CO PFF g'][ 346, 390, 411-12.

In 2006, revenues from the sales of digital singles through the iTunes Store accounted for

N% of the revenue received from all permanent downloads. Landes WDT (CO Trial

Ex. 22) at 39. Unit sales of single track downloads through the iTunes Store in 2006

averaged 11 million per week, while album download sales averaged only 592,000.

Enders WDT (CO Trial Ex. 10) at 24.

691. The development of the digital singles market is a critical "existing

economic condition" for the Court to consider. DiMA argues that it is simply "one more

consumer-friendly feature among many technological innovations that, according to

industry consensus, has the power to drive growth in digital sales in the years to come."

DiMA PFF g 121. But the evidence shows that the transition to a singles-based market

has further depressed the level of mechanical license fees received by the Copyright

Owners. See, e.g., 1/29/08 Tr. at 429-30 (Faxon); Enders WDT (CO Trial Ex. 10) at 6-7.

In fact, even the RIAA has acknowledged that the sale of singles rather than full albums

means that fewer sound recordings are sold and the "shift from sales of albums to sales of

singles is contributing to the decline in revenues." RIAA PFF '][ 288; see also 2/4/08 Tr.

at 1287-88 (Enders).

692. Moreover, the growth of the digital singles market has a substitutional

effect on album sales, as consumers can now buy only the one song they want, rather than

the album that contains that song. 1/29/08 Tr. at 429-30 (Faxon); see also 2/4/08 Tr. at

1287-88 (Enders); RIAA PFF '][ 288 (acknowledging that "[i]n the past, if a consumer
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liked a particular hit song, he or she would buy an album. containing that

recording.... Now, however, the consumer may, and frequently does, buy a digital

download of the hit single, and not the physical album").

693. As Mr. Faxon testified, ttris has a material impact on the Copyright

Owners, particularly songwriters. 1/29/08 Tr. at 429-30 (Faxon). Songwriters typically

contribute more than one song to an album but do~ not know in 'advance which will be

successful. In an album-based world., songwriters can, in effect, average the effort and

contribution they have made to multiple songs through the compensation they receive',

even if only one hit song, which is seen as more valuable to consumers, is driving the'sale

of the album. According to Mr. Faxon, "[n]ow when'hey are out there in the

marketplace where each song,stands completely on its own, they do not have the, if you

will, the ability to have the transfer of the value across by putting another song onthe'lbum.
So, they are exposed."'d.

694. This feature of the digital market nest be'onsidered against the backdrop

of the recorded music industry's historical economic model and the current statutory rate.

The current rate was set in 1997, at a. time when sales of recorded music were driven by

CDs, which "bundle" groups of songs, Landes WDT (CQ Trial Ex. 22) at 39, and before

a clear understanding of'he shape of the growing digital market had developed. Israelite,

WDT (CO Trial Ex. 11) at 9 (explaining that the current rate for permanent downloads

was "agreed to in the absence of any hard evidence of the economics of digital

distribution or any clear understanding of the future of the digital distribution of music.");

see also Robinson WDT (CO Trial Ex. 8) at 5.
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695. As a result, the mechanical royalty rate was a "blended" rate or, in effect,

a bundled discount, set with the understanding that consumers would buy albums that

contained (from the consumers'erspectives) both high- and low-value tracks and

averaging accordingly. See Landes WDT (CO Trial Ex. 22) at 6, 39; Enders WDT (CO

Trial Ex. 10) at 61. As Ms. Enders explained, Copyright Owners could count on high-

value songs to drive album sales, leading to mechanical royalties for songwriters of other

tracks on the album. Enders WDT (CO Trial Ex. 10) at 61. Because that is no longer the

case in the digital, singles-driven world, the current mechanical rate is, already, too low

as it represents the bundled discount agreed to in an albums-driven world. This economic

condition provides further support for a mechanical royalty rate increase for permanent

downloads.

E. DiMA Distorts the Evidence of Costs aud Risks of'egitimateDigital Distributors

696. DiMA argues that the significant investments in technology necessarily

made by "legitimate digital distributors" requires all other costs, including mechanical

royalties, to be kept as low as possible if those distributors are to compete with pirate

music sites. See generally DiMA PFF g$ 136-88. DiMA argues that royalty costs are

already a substantial cost, and that increasing the mechanical royalty rate "will prevent

[the digital music industry] from realizing its potential to stimulate growth for the music

industry as a whole." Id. Q 137. However, DiMA fails to come to grips with the fact that

the great majority of royalty costs are paid to the record companies, not the Copyright

Owners. DiMA also claims that other costs necessitate keeping the mechanical rate as

low as possible. But in making these arguments, DiMA relies almost entirely on

evidence provided by witnesses from subscription services. Many of DiMA's key
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arguments, if true at all, might have some relevance to the subscription market but are

simply irrelevant to setting a mechanical rate for permanent downloads.

1. DiMA Conflates Mechanical and Sound
Recording Licensing Costs

697. DiMA argues that royalty costs represent a very substantial percentage of

revenues" for digital music stores and "royalties thkelup Ithd bulk 6f our product

margins." DiMA PFF $ 153 (quoting Guerin-Calvert WDT (DiMA Trial Ex. 7) at 43;

Quirk WDT (DiMA Trial Ex. 8) at 'g 58). However, DiMA completely fails. to

distinguish between sound recording royalties and mechanical royalties. This omission,

obscures the fact that digital music companies pay substantially more in royalty rates to

record companies for sound recordings than they pay to songwriters and publishers for

mechanical royalties. See CO PFF @ 375-79.'98.
Pursuant to Apple's agreements with each of the four major record

companies, Warner, Sony BMG and Universsj each receive the "

" from Apple each time one of their tracks is'ol'd. 'ld. 'g 375; see also CO Trial

Ex. 92 at DiMA 3781; CO Trial Ex. 90 at DiMA 363'2; CO 'Tri'al Bx. 93 at DiMA 3717;

Enders WDT (CO Trial Ex. 10) at 48; 2/4/08 Tr. at 1228 (Enders). EMI, the fourth major

record company, receives for standard tracks. CO'PFF $'375; see also

CO Trial Ex. 91 at DiMA 3463; Enders WDT (Co Thrall Exl. 10i) at 48; 2/25/08 Tr. at .

4327-29, 4336-40, 4347-50 (Cue) (discussing Apple's agreements with each of, the major

record companies). Of this amount, however, the,'Copyright Owners only receive,, at

most, 9.1 cents, accounting for~ of the total royalty payment.
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699. Indeed, DiMA's own witnesses recognize that sound recording royalties

account for the "bulk" of their content royalties, as Mr. Quirk explained during cross-

examination:

Q: Now, when you said, "Royalty rates take up the bulk of
our product margins," you'e not referring to mechanical
royalty rates paid to songwriters and publishers, are you?

A: Well, for — it depends what you'e saying. We'e
including all royalty rates in that statement.

Q: Well, the royalty rates that you'e referring to in that
statement are sound recording royalties paid to the record
companies pursuant to the agreements you'e made with
them, right?

A: It includes sound recording payments, yes.

Q: In fact, that is the overwhelming majority of royalty
payments you that make?

A: They are the majority, yes.

2/26/08 Tr. at 4642 (Quirk). See also Cue WDT (DiMA Trial Ex. 3) at 33 ("the bulk of

these royalty payments go to the record labels for the sound recording right"); 2/25/08 Tr.

at 4410 (McGlade) (record companies get on average 50 percent of fees that are paid by

consumers for subscription services).

700. Furthermore, DiMA argues that the need to offer the widest possible

catalog results in a situation where "sound recording rights holders have substantial

power over price and can extract unreasonable payment terms from digital music

distributors." DiMA PFF $ 152. That argument might have some applicability to record

companies but Copyright Owners are, of course, subject to compulsory licensing. The

bargaining power, or lack thereof, of DiMA's member companies in such negotiations

has no bearing on a determination of a reasonable mechanical royalty rate.



2. DiNIA's Reliance on Evidence from Subscription
Services Distorts its Picture of the Strength of
the Digital Musihc Market

701. The permanent download market is thriving, because consumers easily

recognize a host of characteristics that make that model of digital music attractive. CO

PFF g$ 389-92. Subscription services, in contrast, claimed to struggle simply to remain

viable, incurring great additional expense in the process. DiMA's'se of evidence related

to the health and success oF subscription services, therefore,, distorts the picture ofthe'igital

market presented and, given its inapplicability to permanent downloads, is enti'tied

to no weight.

702. DiMA's reliance on evidence provided b'y the sf~bscriptio'n services and

their representative witnesses is misplaced for a number of reasons. First, the rates atid

terms for limited downloads and:interactive streaming, the products which comprise the

overwhelming majority of the business of subscription service., are covered by the

settlement between the parties concerning rates and terms for 1:imited downloads and h

interactive streams. AdditIlonally, subscription services represent less than 20% of the,

overall U.S. digital music market. Enders WBT (CO Tr!ial Ex.! 10!) at'23,', Of this,

permanent downloads generate a small percentage of the revenues earned. According to

figures presented. by Ms. Enders, in FY 2005, perInahenI: d6wnloads Accounted for only~ of MusicNet's total revenues anch II of ReshNetwerks'otal revenues. Sse

Enders WDT (CO Trial. Ex. 10) at 39-40. For Napsthh:r, thhe third major subscription

service Ms. Enders anallyzed, permanent downloads generated~ of total revenues in.

FY 2005, but only)QI in FY 2006. i'd. at 36. iAt the time Ms. Enders submitted her

report, Napster's permanent downlload sales had generated roughly gg of the revenue

earned in FY 2007. Id.
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703. Moreover, the evidence shows that the costs of subscription services are

largely attributable to the unique challenges these services face in the digital marketplace

that do not apply to permanent download services. DiMA's own witnesses are well

aware of this distinction. According to Timothy Quirk, the Vice President of Music

Content and Programming for RealNetworks, which operates the Rhapsody service, "we

face a big challenge convincing customers to try our service, because paying for access to

music rather than for ownership of music requires a major mental shift." Quirk WDT

(DiMA Trial Ex. 8) at 20. For subscription services, "disproving this myth" that

subscription services are "music rental services" is "no small task." Id. at 20-21. Mr.

Cue testified that Apple recognized similar challenges in the subscription services market

and, instead of working to overcome them, chose to stay out of the subscription services

market:

Q: And Apple actually, subsequent to launching the iTunes Store on a
download basis, actually examined the question of whether also to enter
the subscription business, correct?

A: We did.

Q: And the conclusion that Apple reached was that the subscription
business was not attractive — an attractive proposition for consumers,
correct?

A: That's correct.

Q: Because, in Apple's view, consumers want to own their music, not rent
it, correct?

A: Well, given the constraints of how rental is defined, as I just defined it,
that is correct.

Q: So Apple is of the view that its business model is a better business
model than a subscription model, correct?

A: Yes, we are.
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Q: And the marketplace so far has borne out that judgment, has it not'3

A: Certainly — I don't know what the exact subscription numbers are, but
based on the hearsay that I have from the labels, I would agree with you. ~

2/25/08 Tr. at 4323-24 (Cue). However large or small, these challenges, and the

additional costs it creates, are irrelevant to setting a mechanical rate for permanent

downloads.

704. DiMA claims that digital music provider'ave particularly high

marketing and content costs that must be takeri into account in Setting the statutory rate.

See DiMA PFF g'g 162-66. But the "illustrative" exainple selected by DiMA, Napsteg is i

hardly an accidental, or appropriate, choice. Id. $ 165; Enders %BT (CO Trial Ex. 10) at

51. In 2006, Napster spent on marketing, which was of the

year's total revenues. DiMA PFF $ 165; see also iEnders %D7 (GO Trial Ex. 10) at 55.

In previous years, Napster spent an even greater percentage of total revenues on

marketing. Enders %DT (CO Trial Ex. 10) at 55.'hese outsized'expenditures reflect

the failure of the Napster model to take hold rather than necessary costs of providing

digital music. As Ms. Enders explained, "

.l rZ. a&5).

705. Indeed, DiMA's own witnesses acknowledged that marketing costs are

greater for subscription businesses because the fundamental concept of a subscription.

music service, with its attendant usage restrictions, is unfamiliar and potentially

confusing for consumers. See 2/25/08 Tr. at 4394-95 (McGlade) ("I think there are some
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elements of a service that need explanation that they'e not used to."); 5/13/08 Tr. at 6156

(Sheeran) ("We also need to invest heavily in marketing our service in order to educate

consumers about our value proposition and brand."); Guerin-Calvert WDT (DiMA Ex. 7)

at 34 ("Subscription music, in general, has been a. difficult concept to sell to

consumers."). DiMA completely ignores this distinction, choosing instead to

mischaracterize testimony that applies primarily to the subscription services context.

Compare DiMA PFF g 162 (referencing testimony from Mr. Quirk for the proposition

that "comprehensive marketing efforts and consumer education programs are critical to

the success of legal digital distribution companies.") with 2/26/08 Tr. at 4615-16 (Quirk)

(clarifying that Rhapsody's marketing expenses are more a result of the subscription

service's need to "change the way people think about music, change the way they think

about experiencing music.").

706. As Ms. Enders observed, the iTunes Store, in contrast, does not incur

marketing costs of this magnitude. In fact, Apple's marketing costs for the iTunes Store

are a fraction of those incurred by subscription services.

. DiMA fails to acknowledge or take these facts into account, even

though the digital aspect of this proceeding is now exclusively focused on determining a

rate for permanent downloads
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3. Increasing the Mechanical Royalty Rate WiH Not
Threaten the Growth of the Digital Music Market

707. DiMA also presents a distorted view of the potential impact of the

Copyright Owners'roposed mechanical royalty rates on digital music companies'. As

described above, the permanent download market is tbriving. Sales of permanent

downloads have grown steadily, and new digital music providers continue to enter the

market. See CO PFF 'g 831-32, 835. Although DiMA claims that "[t]he future prosyects

of most current and potential music distributors are uncertain at best"'DiMA PFF.'$ 138),

the evidence shows that the permanent download market is already worth more than $ 1

billion dollars, 2/25/08 Tr. at 4272-73 (Cue), tsidi sales bxpectbd to increase es'cb )cab td I I I

'

I
an estimated $2.7 billion for permanent downloads alone by 2012. Enders WDT (C6

Trial Ex. 10) at 22; 2/4/08 Tr. at 1246-47 (Enders); see also 2/25/08 Tr. at 4298 (Cue);

CO Trial Ex. 86 (Apple's forecast of in revenues for 2008).'~

4. Apple's iTunes Music Store Will Remain
Profitable, Even With an Increase in the
Mechanical Royalty Rate

708. The growth of the digital music market would riot exist without Apple and

its eminently successful iTunes Store. Since its launch in 2003, the iTunes Store has

grown steadily and now commands approximately 85% 'of the permanent download

market. Enders WDT (CO Trial Ex. 10) at 28; 2/4/08 Tr. at 1178-80 (Enders).

To the extent that DiMA seeks to maintain the financial health of potentially
unpro6table subscription services, this Court has already foreclosed that argument.
In the Webcasting H Determination, the Court held that "it must be emphasized that
... the Copyright Royalty Judges cannot guarantee a profitable business to every
market entrant." Digital Performance Right in Sound Recordings and Ephemeral
Recordings, 72 Fed. Reg. 24084, 24088 n.8 (May 1, 2007) ("Webcasting H
Determination"); see also 5/13/08 Tr. at 6189 (Sheeran) (agreeing that it's "not the
role of this Court" to protect an inefficient.market actor).
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709. Apple achieved this market position under the current penny rate structure,

and it did so notwithstanding two increases in the royalty rate in 2004 and 2006. 2/25/08

Tr. at 4277-78 (Cue). Although Mr. Cue claimed in his written testimony that reduced

costs were needed to increase the size and success of the digital music market, Cue WDT

(DiMA Trial Ex. 3) at 39, he conceded at trial that Apple does not need a rate reduction

to continue to sell permanent downloads, or sell them profitably. In fact, Mr. Cue

testified that penny rates 30% higher than DiMA's current proposal had not prevented the

iTunes Store from growing into an extremely profitable business. 2/25/08 Tr. at 4296

(Cue). Mr. Cue also conceded that the Copyright Owners'ate proposal would not force

Apple to consider exiting the digital music business:

Q: Is it your testimony under oath that Apple would exit
the iTunes Music Store business if the margins that you'e
currently earning on the business would decrease?

A: I think it depends on what that decrease is.

Q: But you'e not claiming, are you, that any decrease in
your margins would cause you to leave this business in
which you'e sold 4 billion songs, are you?

A: We certainly wouldn't do anything that would bring us
to a negative. I would leave — exit immediately if it were
negative.

Q: Well, you know, do you not, by looking at your own
PAL, that before iTunes would go negative, the mechanical
rate would have to be well above 15 cents, wouldn't it?

A: Ido.

Q: So if you sell, hypothetically, a billion songs a year,
every penny increase in the mechanical rate would be $ 10
million, if it were passed along to Apple, correct?

A: Correct.
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Q: So you would need a multiple of that penny, which we
can compute from the documents that are in evidence, in
order to hit negative, correct?

A: Correct.

Q: But it would be above 15 cents'?

A: That" s correct.

Id. at 4311-12.

710. The evidence provided by Ms. Enders confirms this conclusion. See CO

PFF I 461-66. According to Ms. Enders, even if Apple were to fully absorb the

Copyright Owners'roposed rate increase from 2007 through 2012, the IITunes Store'ould
remain profitable. Enders WDT (CO THal Ex. 10) at 50-51. In this scenario,

iTunes would absorb the increased royalty rates while the record companies would

maintain their current content licensing income levels of'round gg of retail. Id. at 50.

As set forth in the table below, under such circumstances, Apple would still enjoy a

~QQ/, despite increased m/ch)nival!Ioy)lty, costs.',

Table 10-E: Forecasts for iTunes under iTunes full absorption of rate increase, 2007-2012 i

Calendar.:Year
Revenue (m)
Content licensing costs (m)
Total OCOGS (m)
Total operating expenses
(m)
Contribution margin (m)
Contribution margin %

. 2007$'!." 2008'e:,:.:.: -: "
. 2(')09e

I

'III lIl
"'Data for the first half of 2007 is supplied by Apple, and the second half of 2007 is an estimate of Hnders Analysis

Enders WDT (CO Trial Ex. 10) at 51.

711. In reality, the record evidence indicates that Apple is highly unlikely to

bear the cost of a rate increase. Since Apple launched the iTunes Store in 2003, the

mechanical royalty has already increased twice, in 2004'and 2006,, CO PFF $ 834, On
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both occasions, the rate increase came and went without any increase in costs for Apple.

See 2/25/08 Tr. at 4277 (Cue) (testifying that he was not even aware that the rate had

increased in 2004 and again in 2006). In 2004—the time of the first rate increase—Apple

renegotiated its contracts with the major record companies without changing their pricing

provisions. Id. at 4279. In 2006, Apple again renegotiated its contracts with the major

record companies and again was not asked to bear the cost of the higher mechanical rate.

Id. at 4280. Indeed, Mr. Cue testified that Apple has never made additional payments to

the record companies to account for adjustments in the mechanical royalty rate. Id. at

4279-80. DiMA fails to provide evidence to support the view that the situation would be

any different going forward.

5. DiMA Provided No Empirical Evidence Showing the
That Digital Music Market is Sensitive to Price

712. In its Proposed Findings of Fact, DiMA continues to argue that the

ongoing competition between legitimate digital music services and free pirate services

puts significant downward pricing pressure on legitimate services. DiMA PFF +[47-48,

52-57, 182-88. According to DiMA, the Copyright Owners are wrong that any digital

distributor could successfully pass a portion of a rate increase to consumers because

"higher retail prices would push increasing numbers of consumers to abandon legitimate

services and turn to illegal pirates instead." Id. $ 184. These claims, however, have no

factual support as not one DiMA witness presented evidence of price sensitivity studies

performed on digital music services. See CO PFF Q 26, 836-37.

713. DiMA expert Ms. Guerin-Calvert admitted that she had no empirical basis

for concluding that the digital market was sensitive to price changes, having never

conducted or reviewed a demand elasticity study concerning digital music:
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Q: Now, you have al, o expressed the view, have you not,,
that there is price sensitivity in the permanent dhwrdoad
market?

A: Yes.

Q:: And you have never had a conversation with anyone at
Apple as to whether or not they haye Stupe/ whether there
is any price sensitivity, have you?

A, I have not — I have had general conversations as to the
background of the industry, the pricing pressures. I have
not had a specific discussion with them as to how they
would change — or the basis on which change particular
price points. I have not had that discussion.

Q", H:as Apple shared with you any price sensitivity survey
or study that it has done?

A: I'm not recalling any — of the type of study that we
just talked about, any studies that Were share'd With me.

Q: And you, in fact, have not d.one a price sensitiv:ity
survey for Apple, correct?

A: Of the specific type in terms of looking specifically at
what one would call an elasticity of, if they were to raise
their price a. specific amount, how much might they expect
to lose for them...

Q: And you didn't do any specific demand elasticity study
for the digital music market,, did you?

A: Of the type I just talked about, no.

Q: Neither for downloads, correct?

A: Of the type I just talked about, no.

Q: Nor did you do a specific demand elasticity study )For

the subscription business, correct?

A: Of the type I talked about, no.

2/26/08 Tr. at 4581-84 (Guerin-C'.alvert).
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723. In an attempt to preserve the usefulness of the U.K. Settlement

Agreement, DiMA broadens its international focus to include evidence of the mechanical

rates used in countries besides the U.K. According to DiMA, a review of other

international rates indicates both that a percentage structure is more appropriate in the

U.S. and that Ms. Guerin-Calvert's suggested rate of 4-6% of revenue is reasonable. See

DiMA PFF g$ 328-32. DiMA's analysis, which offers a straight-forward list of the

percentage of revenues received by Copyright Owners in other countries, however, is

fatally flawed because it fails to account for, or even describe, the revenue base used in

eachcountry. DiMAPFF$ 330, Table l. Withoutevidenceof the forms ofrevenue

against which each percentage is applied, a comparison of the percentages themselves is

meaningless. See CO PFF $ 819 (discussing Ms. Guerin-Calvert's failure to consider the

differences between the revenue base specified in the U.K. Settlement and the definition

of revenue proposed by DiMA).

2. The 1981 CRT Decision Is Not an Appropriate
Benchmark

724. In her written direct testimony, Ms. Guerin-Calvert "focused [her] primary

review on the 1980/81 decision because it applied the same objectives involved in this

proceeding." Guerin-Calvert WDT (DiMA Trial Ex. 7) at 13. Ms. Guerin-Calvert

repudiated that view during the rebuttal case hearing. DiMA, however, continues to rely

on the 1981 Decision as a "useful source of analytical guidance" and a benchmark that

"provides insight into an appropriate rate." DiMA PFF gg 333-34.

725. As discussed in the Copyright Owners'roposed Findings of Fact,

irrefutable evidence concerning the fundamental changes in the U.S. music market since

1981 limits, if not eliminates, the applicability of the 1981 Decision to today'
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proceeding. See CO PFF g'g 809-14. Even DiMA concedes this point. Roughly 3

sentences after emphasizing the insight offered by the CRT ~Decision, DiMA reverses

course, explaining that "[t]he radical transformation of industry conditions since then

points decidedly towards a different allocation of revenues and a lower rate compared~ to ~

1981." DiMA PFF 9( 334.

726. Notwithstanding such contradictioits, DiMA again Pro'videos no evidence t6

link its proposed benchmark to its proposed mechanical royalty rates. Ms. Guerin-

Calvert's only calculations, through which she attempted to transform. the 5% of retail

revenue purportedly adopted by the ( RT into 6% of applicable receipts, were based upon

mistaken assumptions about the equivalency of retail list prices and average actual retail

prices in 1980. CO PFF 'g'11-12. When asked to defend the connection she made

between the 5% royalty rate from the CRT and DiMA's current proposal, Ms,(3uerin-'alvert
backed away from her purported benchmark entirely:

Q," Do you recall that in your testimony on the direct part
of this case, you. subrrutted a report that said that the '8l
decisiion implied a 5 percent rate?

A:: I had a f'ootnote that said. that were one to make use of
calculations and so on with the assumptions that prevailed
at the time that the decision was done, it would be the
equivalent of 5 percent.

Q: And are you testifying that the Court should rely on the
rate set in the 1981 proceeding in setting a rate in tins
proceeding?'an you answer that yes or no?

A, No.

Q,", You'e not?

A:: No.
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5/6/08 Tr. at 4866 (Guerin-Calvert). Without any evidence to salvage claims such as

these by its own witnesses, DiMA clearly can no longer rely on the 1981 Decision as a

benchmark ofany sort.

G. DiMA's Criticisms of Professor Murphy's Work Are
Meritless

727. DiMA also levels a series of criticisms of Professor Murphy's work on

behalf of the Copyright Owners. Although DiMA does not appear to take issue with

Professor Murphy's study of controlled composition clauses, see CO PFF @ 690-93,

DiMA attempts to undermine Professor Murphy's testimony that demonstrates that a

decline in CD prices does not entail a reduction in the statutory rate. DiMA PFF Q 293-

98. Some of DiMA's claims misconstrue his testimony; others appear to be based on a

misunderstanding of Professor Murphy's work. None provides any basis for

undermining Professor Murphy's work.

728. Professor Murphy's study has been described in detail in the Copyright

Owners'roposed Findings of Fact, see CO PFF 'g 726-37, as well as in these Reply

Findings of Fact, see supra Section VIII.A. In short, Professor Murphy exposed the flaw

in the RIAA's argument (now adopted by DiMA) that a decline in CD prices should

result in a reduction in the mechanical royalty rate. The notion that there should be a

fixed relationship between CD prices and the mechanical rate finds no support in

economic theory or the relevant empirical evidence. K. Murphy WRT (CO Trial

Ex. 400) at 4-14. As Professor Murphy explained, under conditions of falling sales and

falling prices, the relative compensation to songwriters must increase in order to maintain

a steady supply of songs. Id. at 6-8. Similarly, the proliferation of low-cost forms of

digital distribution should likewise result in an increase in relative compensation for
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songwriters. As he put it, the argument "that songwriters should receive less per song

when the per-unit price of recorded music declines ignores the prediction. from economic

theory that greater relati.ve supply of alternative di.stribution methods will increase, not

reduce, the market-determined compensation of songwriters and other inputs used to

create the recordings relative to both record. company compensation for distribution and

the price of the final product." Id. at 5 (emphasis in original). For these reasons,

Professor Murphy concluded that a percentage inechanical royalty rate would be

inappropriate. At precisely the point when relative compensation for songwriters should

rise, a percentage rate would create a static relationship between songwriters'emuneration

and the price of music. Id. at 13-14,.

729. DjiMA attacks Professor Murphy's wdrk on &ix principal grounds. None ~

has any merit.

730. First, DiMA asserts that Professor Murphy has "done very little work with

respect to the recorded music jindustry." DiMA PFF 'g 294. The argument is entitled to

no weight. An economist of Professor Murphy's stature and broad experience applies

economic principles to different industries routinely. See, e.g. 5/1,5/08 Tr. at 6861-62 (K.

Murphy) (discussing how his work "focuses on how prices are deternuned in markets an/

the way in which markets operate generally."); ICh at 6861-66 ('iscussing his experience

in intellectual property matters). And the argument is particularly puzzlin'g given that

DiMA's economist, Ms. Guerin-( alvert, cited Professor Murphy's academic work on the:

effects of piracy:in her own written testimony. See Cruelin-Calvert O'DT (DiMA Trial

Ex. 7) at 22 n.27.,
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731. Second, DiMA argues that Professor Murphy failed to analyze "the

overwhelming empirical evidence that rebuts his theory as applied in this context."

DiMA PFF 'g 294. In support of this sweeping generalization, DiMA cites just one thing:

According to DiMA, Professor Murphy's opinion concerning the superiority of a penny

rate to a percentage rate ignores that "the United States stands virtually alone in applying

a penny rate to mechanical rights payments." Id. 'J[ 294. There is no evidence to indicate

that Professor Murphy ignored this issue, and DiMA cites none. See id. In fact,

Professor Murphy was not asked a single question by either the~ or DiMA about

international rates. See 5/15/08 Tr. at 6918-66 (K. Murphy); 5/19/08 Tr. at 6975-7021

(K. Murphy). Nor does DiMA explain how percentage rates anywhere else in the world

undermine Professor Murphy's conclusions,

732. Third, DIMA claims that Professor Murphy's testimony concerning the

preference for a penny rate in the current market for recorded music is "undermine[d]" by

"one of the key tenets of his analysis." DiMA PFF 'j[ 295. As DiMA notes, Professor

Murphy testified that under current market conditions in the recorded music industry,

"P]ower distribution costs would lower product prices but would, all else equal, raise the

compensation to creative inputs. However, under a percentage of revenue royalty stream,

royalties would decline at the same time that the market compensation to creative inputs

must rise in order to maintain the supply of songwriting." K. Murphy WRT (CO Trial

Ex. 400) at 14. DiMA contends that Professor Murphy "conceded" at trial that "a penny

rate suffers from the same flaw" because it is fixed and "cannot adjust alongside market

fluctuations either." DiMA PFF Q 295. He made no such concession.
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733. Simply put, DiMA's claim of concession misreads Professor Murphy's

testimony. In the exchange cited by DiMA in support of its argument, he reaffirmed hi s

argument that a penny rate is preferable to a percenta'ge rate:

Q: Now, when you refer to,a fixed ratio here, you'e
commenting on a percentage rate structure; is that light?

A.: That would be the intent here, to ttrink about what
happens if you have a percent of revenue type rate
structure.

Q:'Okay. And. in this paragraph, in paragraph 1.3, what
you'e ojpini.ng on here is that a percentage rate structure is
flawed because it does not account for changes in the
relative market values of the creation step and the
distribution step over time; is that 6ght?

A:: Essentially.

Q„Dr. Murphy, a penny rate doesn't account for market
values that change relative to each ~other over time either,
does:it?

A:: No, but at least it wouldn't nzove it in the wrong
di,vectiori,.

5/19/08 Tr. at 7015-16 (K. Murphy) (emphasis added)

734. Fourth, DiMA claims that Professor Murphy's analysis inappropriately'ocused

on the outcome to be expected in a competitive market. DiMA PFF $ 296.

According to DiMA, this approach disregards the statutory objectives in Section 801(b).

The Copyright Owners have addressed this issue both above, see supra Section VI.B.2,

and in their Proposed Conclus.iona of'aw, see PCL Q$ 25-27, 68-73. DiMA's

interpretation of Section 801(b) cannot be squared with this Court" s precedent, which

provides clear support f'r a market-based approach to determine a reasonable mechanical

royalty rate.
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735. Fifth, DiMA argues that Professor Murphy "disregard[ed] the consumer-

friendly innovative contributions of legal digital distributors." DiMA PFF $ 297. In

particular, DiMA claims that Professor Murphy "did not consider the proper valuation

of—or compensation for—the newer innovative [music distribution] services." Id. But

of course, Professor Murphy's testimony does notpurport to address those issues. See

K. Murphy WRT'(CO Trial Ex. 400) at 3 (describing issues addressed in his report). Nor

does DiMA explain how his not addressing this issue impacts the conclusions he drew.

736. Finally, DiMA claims that Professor Murphy "premised his theoretical

construct on the erroneous assumption that musical compositions and distribution are

economic complements" when, according to DiMA, they are "joint inputs." DiMA PFF

$ 298. There is no basis for this criticism either.

737. DiMA's argument is based on two snippets of testimony. DiMA cites to

Ms. Guerin-Calvert's view, expressed in response to Professor Landes's written direct

testimony, that digital distribution is a joint input. But she never illuminated what she

meant, and it is almost impossible to comprehend the product for which a song and a

digital distributor such as iTunes could both be inputs. DiMA's reliance on Professor

Slottje is no less opaque. He nowhere stated that that musical compositions and

distribution are "joint inputs." See 5/8/08 Tr. at 5339-40, 5344-46 (Slottje) (cited in

DiMA PFF $ 298).

738. In short, DiMA's arguments provide no reason to discount Professor

Murphy's analysis.

Ms. Finell's Testimony Establishes That The Mastertones in The Record
Are "Original"
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739. The MAA does not dispute the accuracy of the evidence that the

Copyright Owners presented on the creation of mastertones. Instead, the RIAL claims

that the analysis performed by the: Copyright Owners'xpert musicologist, Judith Finell,

focused on questions of "creativity and training" rather than originality, andtherefore,'hat

her testimony was inapposite "to determine whether [mastertones] are derivative

works." RIAA PFF g$ 1705,:l.708. As explained'in the 'Copyright Owners'eply to the

Conclusions of Law of the RhW and D:iMA, however, to be a derivative work, a work

must be "original" in that it must possess a "requisite level of creativity." Feist Publ'ns,

Inc. v. Rural Tel. Serv. Co., 499 LJ.S.. 340, 346 (1991). The level "is extremely low; even

a slight amount will suffice." Id. Moreover, creativity in the selection of what to include

in a compilation or abridgment may satisfy the standard of originality. See id.; Waldman

Publishing Corp. v. Landoll, 43 F.3d 77:5, 782 (2d Cir. 1994).

740. Ms. Finell's testimony is directly relevant to the issue of originality.

Ms. Finell testified that creating a. mastertone requires creative musical judgment,

including choosing a segment of the song to incorporate into the mastertone„selecting the

iteration of that segment to use, and dec:iding how best to edit that segment. Finell WRT

%% 43-46

741. Allthough the RIAA argues that in creating mastertones, there are only a

few choices that a creator can make, the record evidence proves the opposite. See, e.g.,

RIAA PFF g'][ 16'90 ("Identification of a target excerpt requires .. „ identifying which of a.

limited set of passages in a song should be used as a ringtone); 1699 ("there are only a

few permutations of edits of the hook that are balanced and make musical sense to stand

on their own"); 1701 ("[T]he location of cuts [i]s!dictate'd b'y tr'acEfionial musical
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principles."). As Ms. Finell testified, "[i]n a 4-minute song, you will have many different

possibilities" to choose from in identifying an appropriate excerpt. 5/21/08 Tr. at 7667

(Finell); Finell WRT (CO Trial Ex. 420) at 27. And, once the segment has been

identified, there may be 15-20 different iterations to choose from, each of which may

differ. 5/21/2008 Tr. at 7668; Finell WRT (CO Trial Ex. 420) at 27 28. Finally, in

selecting the particular cuts to make, there are artistic considerations, as well as musical

judgments to make about which material to include and which material to exclude.

5/21/2008 Tr. at 7669; Finell WRT (CO Trial Ex. 420) at 28. The RIAA has not rebutted

this evidence (as it cannot).

742. The RIAA nevertheless argues that executing the numerous creative steps

identified by Ms. Finell is "routine." RIAA PFF g 1691. The only support offered for

this assertion, however, is the trial testimony of Jerold Rosen. As the CopyrightOwners'roposed
Findings of Fact make clear, at trial, the bulk of Mr. Rosen's written direct

testimony—including every portion concerning the creative aspects of making

mastertones—was struck from the record because he conceded that he did not "have an

understanding currently" of the way mastertones are made. 2/14/08 Tr. at 3539, 3549-50.

Thus, Mr. Rosen's conclusory opinion, unsupported by any fact, is entitled to no weight.

743. Left with nothing to argue from but the Sony BMG Guidelines (introduced

into evidence by the Copyright Owners because they prove Ms. Finell's point), the RIAA

claims that Sony BMG, primarily through the those Guidelines, provides "clear

guidance" to its staff on the steps required to create mastertones and that the staff follows

that guidance in a "routine fashion." RIAA PFF $1691. In support of this assertion, the

RIAA again cites the discredited testimony of Mr. Rosen. But Mr. Rosen has no
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knowledge of the way rnastertones are made, and he denied ever having seen the Sony

BMG Guidelines prior to being confronted with peg. at tripl. gee~ 2/24/08 Trial Tr. at

3527. As for the Sony BMG Guidelines, far from supporting the RIAA's argument, Pey

themselves make clear that creating a mastertone requires more than rote judgment.

Thus, the Sony BMG Guidelines—setting forth Sony'MG" s judgment as to the creative

characteristics Sony BMG mastertones should embody—provide that mastertone creators

should strive to create rnastertones that are "indivisible musical unit[s]" that are

"musically balanced" and "hermetically sealed," and that do not sound like a

"fragment[]" of something else. CO Trjial Ex. 420, Ex. E, at RfAA 10316-17. The S(any

BMG Guidelines further confirm the, creative steps involved in. creating rnastertones,,as

identified by Ms, Finell. Finell WRT (CO Ex. 420) 7-8, 26-30; 5/21/08 Tr. at 7677-7680.

744. Finally, at trial., Ms. Finell explained best why the Sony BMG Guidelines

are not, as the RIAA mistakenly contends (without a'spe!ck 'of fact'ual support), easy to

follow, and simply cannot be followed in a routine fashion

They'e guidelines, but they'e gui~delines that require
judgment. Given ariy 10 songs„all thh sdngk ha've different
structures, have different. hooks, have different decisions
that have to be made:in terms of what you'e trying to
accomplish„That" s why they'e guidelines. They can't be
applied without really understanding the song you'e
dealing with.

5/21/08 Tr. at 7694 (Finell).

XIII. The RIAA',s Proposed Terms

745. The RIAL has proposed a number~ of terms that would dilute the

requirements of the compulsory license, The RIAA seeks to change the date on which

DPDs are deemed to be, distributed; to water down the reporting and certification

protections that Section 115 affords to the Copyright Owners; to relieve the obligation to
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pay royalties on "locked content"; and to codify their view that only a single mechanical

payment is due for multiple instances of the same song on a phonorecord. The RIAA has

failed to adduce any evidence that would support such changes. More importantly, five

of the six terms proposed by the RIAA cannot be fixed by this Court because their

adoption would require modification of the express requirements established by Congress

in Section 115 of the Copyright Act.

A. Accounting for Digital Phonorecord Deliveries

746. The RIAA continues to advocate a term with respect to changing the

definition of when a DPD is "distributed" under Section 115 notwithstanding its belief

that the term, "as a legal matter... is outside the scope of the Judges'urisdiction."

RIAA PFF g 1765. In essence, the RIAA proposes a term that would define the word

"distributed" in Section 115 as "reported."

747. Section 115(c)(2) states that "the royalty under a compulsory license shall

be payable for every phonorecord made and distributed in accordance with the license."

17 U.S.C. P 115(c)(2). Again, under the terms of the statute, such payments "shall be

made on or before the twentieth day of each month and shall include all royalties for the

month next preceding." 17 U.S.C. g 115(c)(5). The current regulations mirror the

statutory requirement. They provide that a DPD "shall be treated as a phonorecord made

and distributed on the date the phonorecord is digitally transmitted." 37 C.F.R.

g 201.19(a)(6).

748. The RIAA proposes that for DPDs distributed by a party other than the

compulsory licensee, the Court should modify Section 201.19(a)(6) to provide that a

DPD is considered made and distributed "in the accounting period in which it is reported

to the compulsory licensee" instead of the month in which it was actually distributed.
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no explanation why this "looser standard" (5/6/08 Tri at 4780 (roberts, J.)) should be,

adopted. Signature under oath by an officer ensures review at an appropriately senior

level at the record company. It is a valuable protection f'r Copyright Owners which

should be retained absent evidence of anything more than inconvenience to support a

change.

C. Audits

753. The IGAA's proposed term amending the regulations to eliminate the

required annual statement of account certified by a Certified Public Accountant suffers

from the same primary deficiency as the signature term discussed above the requirement

is contained in Section 115 itself. Congress laid out the requirement that annual

statements of account be "detailed," "cumulative," and '"certified by a certified public

accountant." 17 U.S.C. g:I.15(c)(5). Congress explained this obligation in 1976: "In

order to increase the protection of copyiight proprietors against economic harm from

companies which might refuse or fail to pay their just obligations, compulsory licensees

will also be required to make a detailed cumulative annual statement of account, certified

by a Certified Public Accountant," H.R. Rep. No'. 94-1476'at 111 (1976).

754. The RIAL i.gnores the statute entirely~ and proposes that the Court simply

amend the regulations to eliminate the statutorily required certified statement of account

as redundant of audits of financial statements conducted in the ordinary course of'usiness.RIAA PFF $ 1774. The Court has no power to ignore the statutory

requirement.

755. The RIAL argues that this Court recognizedi the adequacy of an

independent audit in unspecified "past cases." Id. Q 1776. To the extent the RIAA is

referring to Section 114 cases., the reference is irrelevant. Section 114 contains no
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requirement for any kind of monthly or annual statements, much less detailed cumulative

annual statements of account certified by a certified public accountant.

756. The RIAA claims that the compulsory license's annual certification is

"redundant" because record companies conduct annual corporate audits and publishers

audit the record companies as well. RIAA PFF Q 1774. First, the "annual corporate

audits" conducted by the record companies are at the financial statement level. See A.

Finkelstein WRT (CO Trial Ex. 84) at 26. They are not focused on the accuracy and

completeness of specific statements of account related to particular musical works. As a

result, a general corporate financial statement audit is wholly different from the work

required by a CPA when certifying the cumulative statements of account particular to

each musical work as required by Section 115.

757. Second, compulsory licensing is conducted on the honor system; the

Copyright Owners should not be required to find and catch the cheaters. The RIAA's

suggestion that certification of an annual statement is "superfluous in this day and age

where the publishers are going to do an audit" (5/12/08 Tr. at 5759-60 (A. Finkelstein))

turns the system established by Congress on its head. Reliance on publishers'udits

would shift the burden of ensuring the accuracy of record companies'ccounts to the

Copyright Owners. As Alfred C. Pedecine, Senior Vice President and Chief Financial

Officer of HFA, testified, HFA does conduct time-consuming and costly Royalty

Compliance Examinations to identify licensees'npaid royalties. Pedecine WRT (CO

Trial Ex. 394) at 12; see also 2/5/08 Tr. at 1431 (Israelite). However, the Court should

not reward the record companies'elinquency by converting HFA's verification of the

record companies'oyalty reports into a substitute for record companies'wn
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verification by an independent CPA when licensees choose.to avail themselves of the

compulsory license. The Court recognized this responsibility of licensees in the Satellite

Radio proceedings: "The responsibi:lity of timely submitting royalty payments and

statements of account rests with the statutory licensee." '73 F.R. at 4100.

758. Further, the RLAA's perceived "redundancy" simply does not exist for

record companies other than the four majors. As Mr. Pedecine testified, "[f]or smaller

and medium sized licensees (which are typiically record companies as well), audits are not

automatic, but rather are triggered by factors that suggest an RCE is necessary."

Pedecine WRT (CO Tri.al Ex. 394) at 8. For the smaller licensees,, RCEs are done "o6 a

more judgmental basis, usually triggered by some criteria, such as whether a given

licensee has a history of noncompliance with licenses [or] some empirical indicator may

tell us that it might be worth looking at them." 5/19/08 Tr. at 7037 (Pedecine).

D. Locked Content

759. The IGAA proposes another modification to Section 115's definition df

"distribution" in its "locked content" term. The RIAA asks the Court, to mocmy

Section 115's deFinition of distribution for recordiings that are encrypted or degraded and

then preloaded on a device or transrrutted by DPD for limited previewing until the

customer purchases the full, non-degrad.ed form. RIAA PFF g 1674. The RIA,A. argu'es'hat
such "locked content." should not be considered "distributed" and therefore subject".t tb

royalty payments until the customer "unlocks'" the content and is given permanent access

to the recording. Id. '][ jl.676.

760. The Register o:F Copyrights recently issued ai Notice of Proposed

Rulemaking which confirms that the autho&sty to adopt luck. a term lies with Congress

and the Register, not the Court. See Notice of Proposed Rulemaking, Compulsory
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License for Making and Distributing Phonorecords, Including Digital Phonorecord

Deliveries, Docket No. RM 2000-7 (July 10, 2008) at 12-14. Moreover, the Register

rejected the very proposal advanced by the RIAA here. Id. at 28-29. The Register noted

that, "The Office takes notice that some commenters have asserted that certain DPDs,

known as 'locked content'... should not be considered distributed until the product is

'unlocked.'" Id. at 28. However, under the Register's proposed definition of DPDs, "all

delivered DPDs are considered distributed regardless of such so-called 'locks.'" Id.

"Despite the presence of such technological protections, 'locked content'ppears to

satisfy the requirements for being both phonorecords and DPDs." Id. at 28-29.

E. Multiple Instances

761. The Court similarly lacks authority to adopt the RIAA's proposed

"multiple instances" term because it would modify two provisions of Section 115. The

RIAA proposed term would change Section 115 to provide that where multiple fixations

of the same sound recording are distributed as part of a single transaction, "such fixations

together shall be considered the same track." Second Amended Proposed Rates and

Terms of the RIAA at 6.

762. As demonstrated in the Copyright Owners'roposed Findings of Fact

('g 886-88), the RIAA's proposed term falls outside the scope of the Court's authority

because it modifies Section 115(c)(2)'s requirement that royalty be paid "for every

phonorecord made and distributed." In addition, it would modify Section 115(d)'s

definition of a DPD: "each individual delivery of a phonorecord by digital transmission

of a sound recording which results in a specifically identifiable reproduction by or for any

transmission recipient of a phonorecord of that sound recording." 17 U.S.C. g 115(d).
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763. The type of "multiple fixations" proposed by'he RIAA would enable the

user to play the musical work "on multiple devices or at different levels of sound

quahty." RIAA PFF $ 1680. These fixations" are therefore "specifically identifiable

reproductions" under Section 115(d)(2), unlike the RIAA's 'analogy to the right aud Idft I

. stereo channels of a track. See id. $ 1681. The Court lacks the authority to modify these

statutory provisions

F. Clarification of Covered Reproductions

764. Unlike the five terms discussed above, the RIAA's proposed term

clarifying the definition of covered reproductions Idoes not contravene the express',

authority of the Court and the Copyright Owners do not oppose the adoption of such

term.

I
XIV. The Copyright Owners'roposed Terms i

765. Unlike five of the six terms proposed by the RIAA, which are neither I

justified by the evidence nor permitted by the statute, the Copyright Owners'roposed

terms fall squarely within the Court's express authority and are designed to address the

specific, rampant problem of late and incomplete payments lof ~eqhanical royalties. See'O
PFF 'lt 844-45. Adoption of the Copyright Owners'. prbposed terms wduld create

meaningful incentives for licensees to pay in a timely and complete manner, and would

achieve Section 801(b)(1)'s objective of affording Copyright Owners a fair return for

their creative works.

A. 1.5% Late Payment Fee

766. The RIAA does not dispute that record companies frequently fail to make.

complete and timely mechanical royalty payments. Indeed, the RIAA's own witnesses

conceded as much at trial. See 2/14/08 Tr. at 3258 (C. Finkelstein); 5/12/08 Tr. at,5692 .
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(A. Finkelstein). The Copyright Owners presented ample evidence demonstrating the

extent of the record companies'ate-payment problem, including evidence that HFA

spends millions of dollars a year to uncover unpaid royalties. CO PFF @ 846-48;

Pedecine WRT (CO Trial Ex. 394) at 11 (Table 2). But although the RIAA

acknowledges the problem of its members'ate payments, it disputes the propriety of a

late fee that would compensate the Copyright Owners for it. The RIAA offers seven

excuses why the Copyright Owners should continue to bear the costs of the record

companies'ardiness. All are attempts to distract attention from the recordcompanies'hronic

late payments and the obvious need for the same statutory remedy imposed by

this Court in the Webcasting II and SDARS proceedings.

1. RIAA's Excuse C1: Late Payments Aren't That
Late

767. The RIAA seeks to minimize the import of the late payment analysis

performed by the HFA. That study, as Mr. Pedecine testified, shows that over 70% of the

mechanical royalties received by HFA from January 1, 2000 to September 5, 2007 were,

on average, 80 days late. See Pedecine WRT (CO Trial Ex. 394) at 5. The RIAA

nonetheless argues that some of the payments were only a little late and that "a relatively

large number of relatively small payments [were] received many years late." RIAA PFF

'j[ 1807." But that argument does not rebut the fact that 41,000 receipts totaling more

The RIAA also contends that HFA's late payment analysis should have taken into
account the advances paid by record companies to HFA to cover "late payments on
unlicensed uses and certain uses that have been licensed." RIAA PFF $ 1808. As
Mr. Pedecine testified, however, HFA's late payment analysis accounted for advances
by using the net cash receipts due, which takes into account the money recouped from
advances. See 5/19/08 Tr. at 7088-90 (Pedecine).
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than $2.1 billion were paid late. Pedecine WRY (CO~ Trial Ex. 394) at 5. As the RIAA

acknowledges, some payments were received many years late.

768. The magnitude of late payments and the Copyright Owners'ostly audits

to uncover the royalties they are owed evidence a late payment problem that far'Xceeds

those that prompted the Court to impose a 1.5% late fee in prior proceedings. In the I

SDARS proceedings, the record companies requested a 1.5% late fee, even though they

conceded that licensees were "typically timely with their payments." SDARS

Determination, 73 Fed. Reg. at 4099. The Court found that a late fee of 1.5% was "a

proper incentive" to "maintain such timeliness." Id. (emphasis added). Even though the~

licensees had a "history of making payments in a timely manner the majority of the

time," the Court was "not persuaded that a late fee of 0.5% per month provides a

sufficient incentive." Id. In the Webcasting II proceedings, the Court imposed a 1.5% fee

instead of the 2.5% proposed by the record companies because'the fr'equency of late'ayments... has not been so rampant as to warrant a much higher late fee." In re

Digital Performance Right in Sound Recordings and Ephemeral Recordings, Final

Determination of Rates and Terms, 72 Fed. Reg. 24084,I24t0/ n.75 (Ma/ 1', 2007)

("Webcasting II Determination"). Where a fee o$ 1.5% is mhquired. to maintain

timeliness, it is all the more justified to remedy untimeliness

2. RIAA's Excuse 42: Late Payments are the Fault
of the Writers and Music Publishers

769. The RIAA continues to argue that the Copyright Owners'roposed late

payment fee is "inappropriate" because the Copyright Owners themselves cause late

payments. RIAA PFF $ 1793. The evidence adduced at trial proves nothing of the sort.
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770. The RIAA knows that the Copyright Owners'roposed late fee would not

apply to royalty payments that accrue during the period in which publishers and writers

resolve copyright ownership interests (commonly referred to as "splits"). See A.

Finkelstein WRT (RIAA Trial Ex. 84) at 10 (confirming that for the HFA physical

license she attached to her statement, "I do not understand the late fee to apply before

splits are worked out."). At trial, Ms. Finkelstein acknowledged that "as a practical

matter" late fees would not apply to the period of time while publishers and writers

resolve split ownership interests. 5/12/08 Tr. at 5685-87 (A. Finkelstein).

771. Mr. Pedecine similarly explained that a late fee would not apply until a

license "gets taken" which can be up to a year after the product is released into the

market. 5/19/08 Tr. at 7080 (Pedecine). Only when copyright ownership issues are

resolved and a work has been licensed would the work become eligible for a late fee. Id.;

see also 5/12/08 Tr. at 5687 (A. Finkelstein). Judge Roberts clarified Mr. Pedecine's

explanation of the proposed late fee:

Q: How would you categorize the situation, however,
where a license is sought, but the very first payment when
it becomes due is not paid timely? Is that a late payment or
is that simply a license yet to be taken?

A: If I understand the question correctly, I believe that
would be a license yet to be taken and, in the context of the
way things would work at our company, once it has been
licensed and the licensee begins to report — the first
quarter it's in is going to be the first time that money would
be eligible for a late fee. And if they pay that quarter on
time, there wouldn't be a late fee.

5/19/08 Tr. at 7080 (Pedecine). Based on the record evidence that the proposed late fee

would not apply until the splits have been determined, the RIAA's excuse that the late fee
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would "penalize the record companies for the Copyright Owners'wn dilatory conduct"

is simply untrue. See RIAA PFF g 1804.

3. XHAA's Excuse N3: Record Companies Already
Pay Advances To Cover I.ate Payments

772. Just as the $HAA continues to pretend that the CopyrightOwners'roposed

late fee would apply during the resolution of copyright splits, the RIAA also

continues to maintain the fallacy that record companies jiay advances'o cover late

payments. See RIAA PFF g$ 1808-1.2. The RIAA apparently forgets that those

"advances are being pai.d on payments pending resolution of split copyright issues„"

5/12/08 Tr. at 56'91 (A. Finkelstei.n).

773. Likewise, the MAA appears not to have noticed. Cluef Judge Sledge's

question for Mr. Pedecine: "the advances deal only xvith uiilicknsi'.d usage and have no

application to timeliness of payments?" or Mr. Pedecine's answer: "yes, Your Honor,

because once the product would get licensed and come out of the pending, it then

becom[es] available in production system of the record company to be paid in the next

quarterly cycle. And if it flushes out in the next quarterly cycle and that quarterly

reporting takes place on or before that 15th following the end of the quarter, therewould'e

no late fee applied." 5/19/08 Tr. at 7072-73 (Pedecine). After the followingcolloquy'etween

Judge Roberts and Mr. Pedecine, the record~could not~ be'clearer. that Copyright

Owners do not receive advances to cover late payments.':

I just wanted to get an understanding as to what your
perception was as to what role advances serve. And you'e
saying the role that advances serve is to pay for licenses not
yet obtained?

A: By and jlarge, yes.... It's primarily for pending, as the
term is used, pending the license. But in some instances in
some of the agreements we see reference to the unmatched
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files of a particular licensee, which could be more
unlicensed or, to some extent, potentially there could be
some licensed in there that's hung up in their system.

Q: But not works that are actually licensed for which late
payment—

A: That's not what it's for.

Q: I understand. Thank you.

Id. at 7075-76. The record reflects that Copyright Owners are not compensated for late

payments — through advances or otherwise.

4. RIAA's Excuse Ak Record Companies Don'
Withhold Payments "Abusively"

774. The RIAA claims that even if the Copyright Owners were not themselves

to blame for late payments, the Copyright Owners "failed to present any credible

evidence that record companies hold back mechanical royalty payments in an abusive

way." RIAA PFF 'g 1805 (emphasis added). The Copyright Owners'roposed late fee is

not designed to punish the record companies for their "abusiveness," but to compensate

the Copyright Owners for the record companies'ateness.

5. RIAA's Excuse N5: The Proposed Late Fee is
Inconsistent with Marketplace Practice

775. The RIAA argues that the Copyright Owners'roposed late fee is not

justified because Copyright Owners do not obtain such late fees in their contracts with

record companies for physical or digital product or ringtones. According to the RIAA,

the Copyright Owners'roposed late fee should not be adopted because it is "contrary to

marketplace norms." RIAA PFF $ 1785. As noted in the Copyright Owners'roposed

Findings (Q 858-60), HFA's licenses are considered a "variant" of the compulsory

license and, as the RIAA acknowledges, HFA encounters "marketplace resistance"



(RIAA PFF 'g 1784) if it seeks to impose requirements more stringent than the

compulsory license. Without a. late fee in the statutory license, the Copyright Owners

have no power to negotiate one in open-market negotiations because the record

companies always have the option of "going statutory.""

776. In marketplace negotiations unconstrained by the statutory license, late

fees are the norm. hx this regard, the RIAA fails to mention to the Court that late fees

most certainly are the marketplace norm. for them.

777. As demonstrated in the Copyright Owners'roposed Findings of Fact, all

four major record companies receive late fees of )Q/% per month in. their contracts Qitg

Apple. CO PFF 'j[ 848. In addition, all four major record companies receive: late fees of

~% per month in their contracts with RealNetworks. Id. $ 849.

778. Moreover, in the two prior proceedings before this Court (the

Webcasting II and the SDARS proceedings) record ccmpanies, through their agent,

SoundExchange, argued. for and received late fees of 1.5% under Section 114 licenses.

See SDARS Determination,, 73 Fed. Reg. at 4099; Webcasting II Determination, 72 Fed.

Reg. at 24107; see also 5/12/08 Tr. at 5698 (A. Finkelstein) (acknowledging that record 'ompaniesare entitled to 1.5% late fees under Section 114).

Nevertheless,, as the, RIAA points out, the Copyright Owners have had some success
obtaining late fees in some contracts. See RVW PFF g[ 1787, 1791. The agreement
between HFA and Sony BMG that Ms. Finkelstein attached to her written rebuttal
testimony is one example. It contains a late fee of 7% per year. See A. Finkelstein
WRT (RIAA Tr'ial Ex. 84), RIAA Ex. 134-RP. Famous Music Publishing's ringtone
licensing agreement provides for a late payment of "the prime rate found in the Wall
Street Journal... plus two percent (2%), compounded daily." Robinson WDT (CO
Trial Ex. 8), Ex. 101 at 5. See also, e.g., id. at Ex. 102 at 5; Ex. 103 at 5 (additional
Famous Music Publlishing ringtone agreements with identical late fee provisions).



779. The Copyright Owners are merely seeking the same compensation that

record companies regularly receive in their own contracts. Cf. 2/14/08 Tr. at 3257-58

(C. Finkelstein) (testifying that he could offer no commercial reason why the publishers

should not be entitled to the same benefit of a late payment that record companies obtain

in their contracts).

6. RIAA's Excuse P6: Copyright Owners Have
Other Remedies

780. Rather than accept a late fee that would require the record companies to

pay for their tardiness, the RIAA argues that the Copyright Owners should be content

with their existing remedies of license termination and infringement litigation. RIAA

PFF g[ 1814-16. As demonstrated in Copyright Owners'roposed Findings of Fact,

these are costly, burdensome, and severe remedies that do not fully compensate the

Copyright Owners for the lost time value of late payments. CO PFF $'g 852-53.

Moreover, the Copyright Owners must provide licensees with a notice and 30 days to

cure before terminating licenses and bringing an infringement action. 17 U.S.C.

$ 115(c)(6); see also 5/19/08 Tr. at 7049 (Pedecine).

781. As an initial matter, a late fee remedy is not, as the RIAA suggests,

available only for Copyright Owners that lack the right to terminate. See RIAA PFF

$Q 1814-16. In the Copyright Royalty and Distribution Reform Act, Congress

acknowledged that Copyright Owners were entitled to a late fee in addition to the right to

terminate a license and bring an infringement action. Section 803(c)(7) provides that the

Court's determination may include terms with respect to late payment, "but in no way

shall such terms prevent the copyright holder from asserting other rights or remedies

provided under this title."
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782. The record evidence of late payments revealed by HFA's records and

uncovered by costly audits demonstrates that the current statutory remedies do not

adequately incentivize record companies to make timely payments. See Pedecine WRT

(CO Trial Ex. 394) at 5, 11 (Table 2). And the RIAA. does not deny this. Instead, the

RIAA suggests that a late fee is "unnecessary" because HFA has its own audit process

that is "well-known:in the industry and serves as a deterrent to unauthorized and unpaid

uses of musical works just as a late fee would." RIAA PFF 'g 1814. As discussed above

in Section VIII.c., the RIAA cannot shift the cost of late payments to the Copyright

Owners. HFA spends an average of $2.7 million per year to uncover late and incomplete

payments. Pedecine WRT(COTrialEx. 394) at 11. CopyrightOwners alreadybear the

burden of uncovering late and incomplete payments; they should not also have to forfeit

additional money as a resujlt of the lost time value of those payments.

783. Lastly, the 30-day cure period creates the anomalous s:ituation where a

licensee can wait to pay until presented with a notice of termination, cure without a late-

payment penalty, and leave the Copyright Owners without any recourse to obtain

compensation for the lost tiime value of money. Neither audits by HFA, nor the, available

termination and infringement remedies can remedy the consequences of this conduct.

7. RIAA's Excuse N7: The Court Lacks
Jurisdiction to Adojpt a Late Fee

784. Finally, the RRM argues, that ttus Court lacks jurisdiction to adopt the

Copyright Owners'roposed late payment fee because it would conflict with the

"detailed five-step 'formula'or calculating the 'a~mount~ of royalty payment'" set forth in

37 C.F.R. g 201.19(e)(4). RAW PCL $ 237. According to 'the RI.AA, Section803(c)(7),'hich

explicitly authori.zes the Court to include in its determination "terms with respect
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to late payment," does not mean what it says. The RIAA contends that Section 803(c)(7)

allows the Court to adopt late payment terms, but only if they are not inconsistent with

existing regulations. 'g 220. There is no such limitation in Section 803(c)(7) or anywhere

else in the statute. Even if such a limitation existed, it would not prevent the adoption of

the proposed late payment fee because imposition of a late fee does not conflict with

Section 201.19(e)(4). That regulation sets forth the method by which licensees must

compute royalties that are due — not the consequences of licensees'ailure to pay such

royalties.

B. Pass-Through Assessment

785. The Copyright Owners'roposed 3% pass-through assessment would

compensate Copyright Owners for the inability to directly audit a distributor's records

and for the additional delay of royalty payments that occur when a licensee authorizes

another entity to distribute works on the licensee's behalf. Pedecine WRT (CO Trial

Ex. 394) at 13. The RIAA argues that Copyright Owners should not be entitled to this

pass-through assessment because Copyright Owners are unable to obtain such an

assessment in their HFA licenses. ~ PFF g 1818. As stated in the Copyright

Owners'roposed Findings of Fact ('g 858-60), Copyright Owners rarely get terms more

favorable than the compulsory license and the fact that Copyright Owners encounter

"marketplace resistance" from the record companies does not obviate the need for this

term.

786. The RIAA also argues that the Copyright Owners'primary justification"

for this proposed term comes from a limited number of audits that revealed that licensees

report and pay digital royalties for the last month of each quarter in the following quarter.

RIAA PFF $ 1819. The RIAA fails to acknowledge, however, that its own proposed
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term, "Accounting for Digital Phonorecord Deliveries," confirms this very problem. See'econd

Amended Proposed Rates and Terms of the RIAA at 7. The RIAL's proposed

term would codify the reporting and payment delays that oc'cur in the case of pass-

through licensing by modifying the definition of DPD distribution to:measure the

payment period from the date of "reporting'" instead of the date of transrruttal. Id.

Although the Court lacks the authority to modify the statute" s definition of "distribution,"

the RIAA's proposal itself confirms that reporting and payments are rlelayed in the case

of pass-through licensing arrangements. The IUAA's proposed term also confirms that

there is an extra layer of reporting that must occur in the case of pass-through licenses,

and that additional layer precludes Copyright Owiierk fromm gaining adce&s to the critical

information they need to conduct thorou.gh and accurate auditsi Sue 5/19/08 Tr. at 7053

(Pedecine).

787. Finally, the RLM suggests that the Copyright Owners'ass-through

assessment would unfairly assess payments made duiing the first two months of a quarter

because only the third month's payments actually gel delayed until the following quarter.

See RIAA PFF $1820; 5/19/08 Tr. at 7092-'93 (Pedecine). The CopyrightOwners'roposed

term, however, would amend the regulations governing statutory licenses which

are paid monthly,, not HFA's licenses, which aie paid quarterly. Compare 17 U.S.C.

P 115(c)(5) (payments "'sh'dl be made on or before the twentieth day of each month and

shall include all royalties for the month next proceedi.ng") with RIAA Trial Ex. 29 at CO

1000847 (HFA standard DPD agreement requires paVment within 45 days "after the end ~

of each calendar quarter in which the, DPDs were:made and distributed").
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788. Since the statute requires payments to be made monthly, because of later

reporting, the delay issue would occur every month under the statutory license. That the

Copyright Owners give the record companies a quarter rather than a month to pay under

the HFA license is not relevant to setting terms for the statutory license.

789. The proposed assessment would only be applied to a three-month period

when licensees choose to use HFA's voluntary license. See 5/19/08 Tr. at 7092

(Pedecine) ("It would be applied, in the case of Harry Fox with the quarterly reporting,

against the entire quarter."). As the RIAA knows, Copyright Owners and licensees

certainly may agree to modify the terms of the HFA'license, including the period for

which the pass-through assessment may apply.

C. Reasonable Attorneys'ees

790. As a part of its proposed late payment fee term, the Copyright Owners

seek compensation for the reasonable attorneys'ees they expend in the course of

collecting late payments. The~ argues that Copyright Owners already have the right

to collect attorneys'ees under Section 505. RIAA PFF g 1824. But, as the Copyright

Owners demonstrated in their Proposed Findings of Fact, the attorneys'ees provision of

Section 505 is insufficient because it merely awards attorneys'ee to the prevailing party

in a civil copyright infringement action. 17 U.S.C. g 115. In order to obtain such

compensation, Copyright Owners would have to take the "chaconian" step of terminating

a license and instituting an infringement action. 1/30/08 Tr. at 641 (Faxon). Instituting

legal action is not only expensive and time-consuming, but it damages long-term business

relationships between Copyright Owners and licensees. Id.; 5/19/08 Tr. at 7041

(Pedecine). Therefore, Section 505 does not provide a suitable remedy to Copyright

Owners who need legal assistance to collect past due royalties and late fees, but do not
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wish to sever long-term business relationships by terminating a license and filing an

infringement action against a licensee.

D. Clarification of the Application af Rates

791. The RIAA does not object to the Copyright Owners'equested

recordkeeping clarification that the date on which:the mechanical license fee is.calculated

is the date of distribution, not the date of manufacture. 8'ee iRIAA iPFF $ '1782. 'his term

is already used in HFA's standard DPD license and should be adopted for the reasons isetl

forth in the Copyright Owners'roposed Findings ofi Fact. iSed CQ PFF Q 867 RIAA

Trial Ex. 29 at CO 1000847 (sample HFA DPD liCenlse Stating that "r'oyalty'shall be the

statutory rate in effect at the time each DPD is distrib'uted").'.

Specific Licensing and Reporting

792. While the RIAA claims that the Copyright Owners'icensing and

reporting term is somehow "puzzling," the proposed term is actually quite

straightforward. The Copyright Owners seek a mbdific6tioii of the existing,

recordkeeping regulations to require licensing and reporting of the royalties earned for

each specific configuration and, in the case of pass-through:arrangements, that licensees i

identify the online retailer through which digital deliveries occurred. Under the existing

regulations (37 C.F.R. gg 201.18(d)(1)(v)(D), 201.19(e)(3), (f)(4)), notices and royalty

reports have to provide certain information concerning the configurations in which the

licensee is distributing music, but such regulations lack a requirement that licensees

distinguish among permanent downloads, limited'downloads and interactive streams (or

any other digital format) in taking licenses or reporting under licenses. The Copyright

Owners seek this additional level of detail to ensure that'they are able to 'conduct more

accurate audits with additional and critical pieces of information about what products iarei
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being licensed. See Israelite WDT (CO Trial Ex. 11) at 16; Pedecine WRT (CO Trial

Ex. 394) at 16.

793. The RIAA argues that "marketplace resistance prevents HFA from

including such a requirement in voluntary licenses." RIAA PFF $ 1838. However,

during her live rebuttal testimony, Andrea Finkelstein acknowledged that Sony BMG

currently reports this level of detail to HFA. 5/12/08 Tr. at 5706-07 (A. Finkelstein). In

addition, one of the RIAA's own exhibits shows that HFA's standard DPD license

requires this level of detail as well. See RIAA Trial Ex. 29 at CO 1000846, 1000848.

794. The Copyright Owners simply seek to ensure that all licensees license and

report in this manner. According to Mr. Pedecine, HFA has made "some progress" in

gaining licensees'ompliance, "but it's not immediate. It's somewhat of an uphill

battle." 5/19/08 Tr. at 7105 (Pedecine).

F. Reserves

795. As noted in Copyright Owners'emorandum Regarding the Authority of

the Copyright Royalty Judges to Set Terms, Docket No. 2006-3 CRB DPRA, at 3 n.2

(February 22, 2008), the Copyright Owners do not propose a term with respect to

reserves.

There is No Need For a Rate for General DPDs

796. The Copyright Owners have proposed rates for physical phonorecords,

permanent downloads and ringtones, and have entered into a settlement with regard to

limited downloads and interactive streaming. Thus, there are no activities under

Section 115 for which the Copyright Owners have not proposed rates in this proceeding.

Nevertheless, the RIAA argues that the Copyright Owners'ate proposal is under-

inclusive and fragmented. RIAA PCL @ 164-170; RIAA PFF @ 1741-1751. Not only
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are the arguments advanced by the RIAA unpersuasive, but it is the RLA.A's rate proposal

that is inconsistent, fTagmented and unnecessarily cotnplicated„

797. For example, the KUAA's proposal provides three different definitions of

the revenue base to which:its percentage rates would be applied, and calls for the revenue

base to differ depending on whether the Section 115 licensee is a record company selling

products to a distributor, a record company selling products directly to consumers, or a

digital music service. See RIAA Amended Proposed Rates and Terms of the Recording

Industry of Ame&ica, Inc., In re 1l.mechanical and Digital PhonorecordDelivery Rate 'djustmentProceeding, Docket No. 2006-3 CRB DPRA (Mari 10, 2008) at 2-4. Inde',ed,'he

RIAA's rate proposal is so confusing that RIAA witnesses could not explain how the

proposed revenue definition it contains would work in the real world. See 5/13/08 Tr,. at

6135-37 (Eisenberg).

798. The IUAA also argues that the Court must set a royalty rate for so-called

"general DPDs." HjAA PCL '$ 167. Although Section 115(c)(3) distinguishes between

"incidental" DPDs and DPDs "in general," the term "'general DPDs" as used by the

RIAA in its rate proposal is misleading, because it refers to a nriscellaneous, catch-all

category of DPDs that do not yet exist, which is found nowhere in the statute..Further, no

statutory requirement mandates the ( ourt to set a general rate for DPDs, Under

Section 115, the Court is directed. to set rates for "activities" specified under Section 1.15,

which on its face, permits the Court to set rates on an activity-by-activity basis.

799. The IVAN argues that the Court is~ nonetheless required to set a rate for

general DPDs based on its misreading of the Register's review of SDARS. See RIAA

PCL g 167 (citing Review of Copyright Royalty Judges Deterznination, 73 Fed. Reg.
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9143, 9146 (Feb. 19, 2008)). In the Register's review of SDARS, however, the Register

simply determined that the Court had erred in failing to set a distinct minimum rate for

incidental DPDs in accordance with the language of Section 112, which states that rates

under Section 112 "shall include a minimum fee for each type of service offered by

transmitting organizations." 17 U.S.C. 114(e)(4). Thus, the Register's opinion has no

application here.

800. Indeed, it is worth noting that the Copyright Office has recently declined

to "delineate the contours of" incidental DPDs. Notice of Proposed Rulemaking,

Compulsory License for Making and Distributing Phonorecords, Including Digital

Phonorecord Deliveries, Docket No. RM 2000-7 (July 10, 2008) at 25. ("As an initial

matter, the Office is inclined to agree with the RIAA's analysis that an incidental DPD is

nothing more than a subset of DPDs. However, we can find little reason to accept the

invitation to delineate the contours of that subset. Whether a DPD is 'incidental'r

'general,'t is subject to the compulsory license.").

801. According to the RIAA, without a royalty rate for general DPDs,

technological innovation in the industry will be stifled and new products will not come

into the market. RIAA PCL 'jj 170; RIAA PFF $g 1745-46. These concerns are entirely

illusory. All of the technological innovation in the music industry over the last decade

occurred without a rate for general DPDs. Moreover, as demonstrated above in

Section X.B, the record companies have not established that copyright users were unable

to bring even a single product to market because of licensing difficulties. Similarly, the

RIAL has not identified any existing products for which the Copyright Owners have not

proposed a rate. Of the two products they specifically discuss, RIAA PCL g 165; RIAA



PFF $ 1742, the first, hybrid services, does not exist in the marketplace, see 5/13/2008

Trial Tr. at 6128-6131 (Eisenberg), and the second, locked content, is a question for the

Register, as explained in the Copyright Owners'epily to the kIAiA's Proposed

Conclusions of Law.

802. Finally, disputes between the Copyright Gwners and copyright users

concerning whether new products are licensable under Section~ 115 would not be solved,

by setting a general rate for DPDs, as the Court has recogniaed. See 2/14/08 Tr. at 3351&

53 (A. Finkelstein; Roberts, J.). For example, such a dispute arose over ringtones, with

the Copyright Owners arguing, among other things, that ringtones were not within the

compulsory license because they are derivative works, and the RIAA arguing that

ringtones were nevertheless covered by Section 115. See CO PFF 'g 129-134; Ringtones

Opinion, 71 Fed. Reg. at 64304. A general rate fear Gas Would do rlothing to resolve

such controversies.
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XVI. - Conclusion

803. For the foregoing reasons, and those set forth in their Reply to the

Proposed Conclusions of Law of the RIAA and DiMA, and those set forth in their

Proposed Findings of Fact and Proposed Conclusions of Law dated July 2, 2008, the

Copyright Owners respectfully request that the Copyright Royalty Judges adopt the

proposals set forth in the Amended Proposed Rates and Terms of National Music

Publishers'ssociation, Inc., the Songwriters Guild of America, and the Nashville

Songwriters Association International dated July 2, 2008.
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regarding the foregoing or the enclosed materials.

Respectfully submitted,

Amy Gold

Enclosures

cc: Counsel of Record (via federal express) (with enclosures, as indicated on enclosed
service list)


